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CONCEPTS OF CAPITAL AND INCOME 


STANLEY E. Howarp 


sion of the economists and the account- 
ants in December, 1936, the subject for 
discussion was one relating to fundamental 
concepts and theories. The history and de- 
scription of the purely objective facts of our 
economic life, while important, have never 
been accepted by the economists as alone 
constituting adequate areas for scientific ex- 
ploration. In each successive generation of 
economists there have been and still are 
those whose major interest is in the funda- 
mental problems of economic theory, its 
history and its terminology. Now, in the 
relatively recent development of an aca- 
demic approach to the science (as well as 
the art) of accounting, it is early becoming 
apparent that in this field also we cannot be 
content merely to describe or invent pro- 
cedures or to work out rules of thumb. There 
is a growing realization that we must com- 
prehend the concepts which underlie these 
procedures and strive to evolve a clear and 
otherwise acceptable accounting terminol- 
ogy. Since both the economists and the 
accountants deal in large part with a com- 
mon group of phenomena, it is important 
that any gaps which may exist between eco- 
nomic theory and accounting theory be not 
left unbridged. Accountants can most effec-¥ 
tively serve both their private clients and 
the public interest, if they can develop ac- 
counting principles that have a_ secure 
foundation in sound economic theory. Econ- 
omists can better explain a profit-seeking 
economy if they clearly understand the 
principles by which the business records of 
the profit-seekers are made. 
It was particularly appropriate that in 


if WAS appropriate that at the joint ses- 


this joint discussion sponsored by the two 
Associations attention was centered upon 
the concepts of capital and income, which 
lie at the very heart of both economics and 
accounting. We live in an age that is com- 
monly described as “capitalistic,” under con- 
ditions of a “capitalism” that is not infre- 
quently under fire of adverse criticism. As 
economists, we are called upon to describe 
and explain the facts of our environment, 
such phenomena as that of value, and the 
processes of production and distribution as 
they occur in a “capitalistic” economy. In 
the explanations that we attempt, we em- 
ploy, sometimes glibly and without atten- 
tion to matters of definition, such words as 
“capital” and “income.” Often, perhaps, as 
we speak or write, we do not realize that we 
use these words in different or inconsistent 
connotations. As accountants, whether ren- 
dering our services to the business com- 
munity or to governmental bodies which 
attempt to exercise some degree of social 
control, we find ourselves in a like predica- 
ment. Superficially, the meanings of these 
words seem so apparent that we are fre- 
quently content to use them without defini- 
tion; or we define them, only afterward to 
ignore our own definitions. As accountants, 
we not infrequently encounter in corporation 
laws concepts and definitions that are arbi- 
trary or that have little regard for commonly 
accepted economic principles; or we have to 
deal with tax laws in which there is the 
grandest sort of confusion between capital 
and income, as for example with respect to 
such matters as stock dividends and capital 
gains and losses. To attribute these diffi- 
culties to our legislative bodies, even though 
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with justification, is futile. We cannot suc- 
cessfully demand progress unless and until 
we ourselves are prepared to contribute 
toward it. The concepts of capital and in- 
come lie at the very heart of many economic 
and accounting problems that are today of 
great concern from the standpoint of the 
formulation and administration of public 
policies. Their clarification is essential to the 
solution of these problems, and it is for econ- 
omists and accountants toundertake thetask. 

In a session of less than three hours we 
could not hope to do more than make a 
small sampling of the many phases of our 
subject, hoping that a by-product of this 
symposium would be an enhanced apprecia- 
tion of the importance of economic and ac- 
counting theory and a stimulation of interest 
in research into its hitherto unexplored areas. 

Three speakers were selected to prepare 
formal papers expressing different points of 
view. 

The first paper was by Professor Frank 
Albert Fetter, Professor of Political Econ- 
omy, emeritus, of Princeton University, a 
former president of the American Economic 
Association, an economist of national and 
international reputation. It is so well known 
to all that one of Professor Fetter’s major 
interests throughout his career has been the 
study of economic theory and terminology 
and their history, that elaborate introduc- 
tory remarks on this point would be quite 
superfluous. It may be useful, however, to 
say that Professor Fetter has long held in 
the highest regard the subject of accounting 
as one that should be an integral part of a 
liberal arts curriculum in economics. It was 
under his chairmanship of the economics de- 
partments of Cornell University and Prince- 
ton University that instruction in account- 
ing was introduced into liberal arts curricula. 
Professor Fetter’s paper, written from the 


standpoint of an economist who keenly ap- 
preciates the usefulness of the scientific 
study of accounting, has the title, “Refor- 
mulation of the Concepts of Capital and 
Income in Economies and Accounting.” 

The second paper was by Professor A. C. 
Littleton of the University of Illinois, a vice- 
president of the American Accounting Asso- 
ciation and assistant editor of the Account- 
ING Review. Professor Littleton’s outstand- 
ing work, “‘Accounting Evolution to 1900,” 
has given him a foremost position as the his- 
torian of accounting science and accounting 
art. From this book and from his briefer 
writings, university and college teachers of 
accounting have come to recognize Professor 
Littleton’s highly developed appreciation of 
the value of theory and its history and his 
ability as a contributor to the formulation 
of modern theory. Professor Littleton’s 
paper, written from the standpoint of a 
teacher of accounting, has the title, ““Con- 
cepts of Income Underlying Accounting.” 

The third paper deals with one of the 
many topics that might have been selected 
as exemplifying the importance of sound 
economic and accounting theory in the ap- 
proach to the solution of practical problems 
of public significance. It has the title, ““The 
Concepts of Capital and Income in the Regu- 
lation of Public Utilities.” Its author is Dr. 
John Bauer of New York City, Director of 
the American Public Utilities Bureau. Dr. 
Bauer is a trained economist, who inci- 
dentally shared with Professor Fetter in the 
pioneer work of introducing accounting into 
the liberal arts curriculum. For many years 
he has been nationally known as an expert 
in the field of public utility regulation. To 
his work in that capacity and to our joint 
session he brought the combination of quali- 
ties possessed by one who is both an econo- 
mist and an accountant. 
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REFORMULATION OF THE CONCEPTS OF 
CAPITAL AND INCOME IN ECONOMICS 
AND ACCOUNTING 


FraAnkK A. FETTER 


of current accounting literature 

discloses a much divided opinion as 
to the relationship between economic and 
accountancy concepts and theory. Occa- 
sionally some accountant deplores the fact 
that “‘accountants have seldom had much 
training in economics” and expresses the 
hope that in the future public accountants 
may be more thoroughly educated in that 
subject.! The more frequently recurring em- 
phasis, however, is that “the point of view 
of the accountant differs sharply from that 
of the economist, and that consequently, the 
terms, concepts, and principles of economics 
cannot reasonably be transferred, unmodi- 
fied, to the field of accounting.’ 

The general attitude of accountants seems 
to be that the economic concepts may be 
valid in their own field, but that they can- 
not be adopted and applied to accounting 
purposes.’ I maintain, on the contrary, that 


| eae of a considerable sample 


1 Prof. A. C. Littleton in the Accountine Review, 
September, 1935, p. 270. 

2 Prof. W. A. Paton, Accounting, (1924), p. 22. It is 
to be remarked that the author bases this statement on 
his belief that ‘“The economist in general deals with the 
general or social point of view,” whereas “‘the account- 
ant takes the point of view of the individual enter- 
prise.” The fact is, however, that the greater part of the 
discussions of capital and income in the current eco- 
nomic texts is as completely concerned with the indi- 
vidual enterprise and as fully overlooks “the social 
point of view” as is done by the accountants. Much 
current economics is pervaded by a confusion of in- 
dividual and social conceptions. See note 4 below, and 
related text. 

3 A recent text, Porter and Fiske, Accounting, 1935, 
pp. 15-16, contrasts the economists’ concept of capital 
which, it says, is “ordinarily” limited to “material 
wealth” with that of the accountants which includes 
property rights and claims. Let it be noted, however, 
that the authors somewhat vaguely imply in the adverb 
“ordinarily” their awareness that this concept is not 
universally or consistently employed in economics; and 
they incidentally recognize the growing influence of the 
unorthodox school to which I belong when they say: 
“The sharp distinction drawn by older economists be- 
tween land and capital has tended to break down and 
to result in grouping the two as a single factor.” 

Another leading accountancy text (Hatfield, Ac- 


there is no necessary conflict between the 
conceptions and terms in economics and 
accountancy. It is true that economics 
ought to deal with some aspects of public, 
or social, policy which lie outside the field 
of accountancy, but economics also has 
to do, as has accountancy, with the price 
system and the problems of capital, profits, 
and income in connection with private indi- 
vidual and corporate enterprises, and much 
of the current economics does this exclu- 
sively to the neglect of the social aspects.‘ 
Our first thesis, then, is this: If and when 
accountants and economists are talking about 
the same things, namely problems of private 
enterprise, investment, prices, capital, and in- 
come, they should talk the same language 
among themselves, with each other, and with 
the public. Words are the symbols of thought, 
the circulating medium of ideas, and the 
penalty for confusion in our language must 


counting, p. 173 n) repeatedly refers to some unques- 
tionable contrast between the economic and the ac- 
counting definition of capital without however any- 
where defining capital either in the economic or in the 
accounting sense. The author does, however, imply his 
meaning; for example, when referring to one definition 
of “capital stock” frequently used in statutes, he quotes 
an explanation of it as meaning ‘‘not the shares of which 
the nominal capital is composed but the actual capital, 
that is, the assets with which the corporation carries on 
its corporate business.” Whereupon the author com- 
ments: “This corresponds to the economic, not to the 
accounting definition of capital.” I take this to mean 
that the author believes the economist’s definition of 
capital to be “the assets” of the corporation, and the 
accountant’s definition as “the capital account of a 
corporation” —explained in his text as nominal sum, 
the par value of the capital stock.” In another passage— 
the phrase: “using capital in the economic, but not in 
the accounting, sense” [p. 375] carries the same impli- 
cation, that “invested capital” in the economic sense 
includes all assets of the corporation whether financed 
by stocks or by bonds, whereas capital in the accounting 
sense means only the amount represented by shares of 
stock, the “capital stock,” or perhaps “the stated 
capital.” See below, notes 8 and 10, two other concep- 
tions of “capital” that are held by accountants. 

‘ The writer has discussed this contrast in two arti- 
cles in the American Economic Review, Vol. x, pp. 467 
and 719; “Price economics versus welfare economics.” 
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be confusion in our own thinking, magnified 
further in the minds of the public. 

For my part, I concede that economics is 
primarily to blame for the confusion existing 
today in both fields of study. The principal 
economic terms now in use were taken un- 
critically from popular speech by the earlier 
writers with little regard either to etymology 
or to logical consistency. These terms have 
long been used in special restricted senses in 
the discussion of contemporary issues with- 
out recognition of other misleading associa- 
tions of ideas. Often in the same paragraph 
or chapter where the terms are formally de- 
fined in one sense, they are used by the 
author himself in a different sense. In many 
modern economic texts definitions of this 
sort still linger as the sacred “idols of the 
forum” and “‘of the theater,” as Sir Francis 
Bacon called the errors arising from human 
language and from traditional doctrines and 
methods. It is to this arsenal of rusty 
weapons that the accountants have mostly 
continued to resort in search of much needed 
arms of economic theory, whose defective- 
ness is quickly revealed under hard usage in 
their hands. Economists often with im- 
punity may be arm-chair theorists; account- 
ants are on the firing line of business, and 
their weapons of theory feel the full shock of 
the battle. Their efforts to find consistent 
and useful terms and concepts have in some 
respects been hindered rather than helped 
by their reliance upon the older economic 
authority. Not until economists of the Mar- 
shallian, Neo-Ricardian, school have more 
fully recognized their errors and reformed 
their terminology, can the accountants hope 
to derive much help from many of the cur- 
rent economic texts. 

It should be observed also that the close 
contact of accountants with the hard re- 
alities of business has made more difficult 
for them the task of formulating logical and 
consistent concepts for their own use. Con- 
sider particularly the necessity they are 
under of protecting their clients by con- 
forming with the requirements laid down in 
legislative statutes regarding the mainte- 
nance of “legal capital” (or “stated capital’’) 
and regarding the permissible distribution 


of dividends. Such statutes, often varying 
and conflicting in different jurisdictions, 
carelessly and inconsistently drafted or later 
so interpreted by the courts, frequently 
force the accountants to bend logical termi- 
nology to legal and practical requirements. 
As Hatfield says:5 accountant can not 
disregard the decisions of the courts, or he 
may find that he has led his clients into an 
action for which they may be held liable.” 
But surely it is the highest duty of both ac- 
countants and economists, while meeting 
the legal and practical demands of the mo- 
ment, to point the way towards truer eco- 
nomic conceptions in the law instead of 
merely passively submitting to its some- 
times blundering dictation. That, indeed, is 
the ideal of this session. 


I 


Regarding the important place of the con- 
cepts of capital and income both in eco- 
nomics and in accountancy there is no dis- 
pute. Not long ago an accountant in a 
thoughtful article® on “The maintenance of 
capital” declared: “The fundamental pur- 
pose of accounting consists of an attempt to 
distinguish clearly between capital and in- 

* Another accountant has recently 
said:? ““The primary and central problem of 
of business and hence of accounting and fi- 
nance, will always be income.” Here the em- 
phasis is on income but the context rightly 
implies that the conceptions of capital and 
income are so interwoven that the deter- 
mination of one is impossible without that of 
the other. This is implied also in the gen- 
erally accepted view that the fundamental 
divisions, or classifications, of accounting are 
the balance sheet and the income sheet. 

It is remarkable, therefore, that clear and 
tenable definitions of these fundamental 
terms are almost impossible to find either 
in economic or in accountancy texts. The 
authors seem to shrink from defining what is 
not really clear in their own minds. There is 
much talk of specific forms or phases of “‘cap- 

5 Accounting, 1927, p. 294. 

6H. W. Sweeney, in the Accountinc Review, 
December, 1930, p. 277. 


7A. C. Littleton, “Contrasting Theories of Profit,” 
AccountinG Review, March, 1936, p. 15. 
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Reformulation of the Concepts of Capital and Income 5 


ital” but rarely any generic use of the term 
capital. Thus free and almost reckless use is 
made of the terms “stated capital,” “legal 
capital,” “capital of the enterprise,” 
“owners’ capital,” “capital stock,” “capital 
charges,” (or “charges to capital’’) “capital 
accounts,” “capital assets,” “capital 
owned,” “physical capital,” “fixed capital,” 
“circulating capital” and (repeatedly, but 
without definition) “true capital,” and “true 
economic capital,’—whatever that may 
mean to the writers—, but never a clean-cut 
essential definition of “capital’’ itself. The 
occasional, partial, or most nearly explicit 
definitions are mutually conflicting, some 
identifying capital with what most writers 
call the “‘assets” as a whole,*® and what Paton 
would prefer to call “properties’;® while 
others identify capital with what usually 
seems to be called “net worth” or “proprie 

torship.””!° 


Ill 


It is rash to hope that order can be 
brought at once into this chaos of termi- 
nology; but let us at least try to make a be- 
ginning. There is no obscurity about the 
origin of the term “capital.” It made its ap- 
pearance first in medieval Latin as an ad- 
jective captitalis (from caput, head) modi- 
fying the word pars, to designate the princi- 
pal sum of a money loan. The principal part 
of a loan was contrasted with the “usury”— 
later called interest—the payment made to 


8 E.g., Porter and Fiske, Accounting, 1935, p. 16: 
“Business capital and business assets are synonymous. 
Business assets consist of the material goods, claims and 
property rights applied to the business project... . 
Assets are capital.” And again, p. 544: “The term capi- 
tal . . . refers to the assets employed in the business and 
not to that portion of the claim against the assets 
vested in the stockholders.” See also quotaton from 
Hatfield in note 3 above, where he calls this the “eco- 
nomic” definition, in contrast to that of the account- 
ants, which, he says, is merely the stated capital, 
“a nominal sum.” 

® Paton, Accounting Theory, 1922, p. 37. 

10 E.g., Kester, Accounting Theory and Practice, 3d. 
ed., 1930, Vol. 1, p. 290. “From an accounting view- 
‘point, the capital of any business enterprise is the ex- 
cess of its assets over its liabilities.” The same view is 
expressed in these words by a legal student of account- 
ing and disciple of Hatfield: “‘Capital should be defined 
as the difference in value between the total assets and 
the total liabilities of a business at a given moment of 
peg vm Reiter, Profits, Dividends and the Law, 

» p. 5. 


the lender in addition to the return of the 
sum lent. This usage, unknown to classical 
Latin, had become common by the thir- 
teenth century and possibly had begun as 
early as 1100 a.p., in the first chartered 
towns in Europe. The use of money was long 
confined almost entirely to the towns, and 
the lending of money occurred mostly be- 
tween merchants, and only rarely between 
merchants and others. The chartered towns 
with their merchant gilds and markets and 
fairs were at first merely little islands of 
money economy, commerce, and contrac- 
tual prices, dotting the wide sea of feudalism 
where prevailed conditions of status with 
customary dues and services, and where the 
use of money and the monetary expression 
either of wealth or of incomes, were scarcely 
known. Both the use of money and its lend- 
ing by merchants to each other and to the 
feudal nobles became much more common 
during the Crusades which recurred at in- 
tervals for nearly two centuries (from 1096 
to 1270). For centuries the rural-feudal and 
the urban-commercial conceptions of wealth 
and income continued to grow apart. The 
more static feudal conceptions of landed 
property and customary dues began to come 
into violent conflict with the more dynamic 
ideology of contractual prices and capital 
values in the world of commerce, with the 
gravest consequences in politics, religion, 
and social relations. 

Sometime in this period the adjective ca- 
pitalis, by an easy transition, came to be used 
elliptically in common speech as a substan- 
tive, dropping the words pars. At the same 
time, doubtless very gradually, the meaning 
of “capital” was widened in the market- 
place to include besides actual money 
loaned, the monetary value of wares sold on 
credit, and still more generally the worth of 
any other credit (receivable) expressed in 
terms of money. 

The next inevitable expansion of the 
meaning of capital made it include the esti- 
mated value of a merchant’s stock of goods 
and of agents (such as tools, shops, ships, 
lands, ete.) employed in his business by him- 
self as well as when loaned to another for an 
agreed interest or rental. Included with 
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these as “capital” was the monetary valu- 
ation of debts and bills receivable and of 
valuable rights of all kinds pertaining to the 
business. All these were resources, or assets 
(to use a later term) which might be sold for 
money and which were thus alternative 
forms of business investment, the equiva- 
lents in their money’s worth of a principal 
sum loaned at interest. Each such asset item 
was at first a separate “capital,” invested in 
a specific way, or form, and collectively they 
were long spoken of in the plural as “the 
capitals”; but gradually the net sum of all 
the separate items after deducting debts, or 
liabilities, came to be called a person’s capi- 
tal (in the singular number). The first au- 
thentic example of this usage (which had 
doubtless become common) is a somewhat 
confused definition of date 1611: “Capital: 
wealth, worth; a stocke, a man’s principall 
or cheif substance.” Here the notion of cap- 
ital as the physical store of goods, called also 
“wealth,” “stocks,” or “substance,” is min- 
gled with that of capital as a valuation 
(worth), constituting a man’s principal in a 
financial sense. 

The use of the word “capital” in this 
definition as a synonym both for “worth” or 
“principal” and for “‘stock”’ or “substance” 
is evidence that already a confusion was 
present which was destined to plague eco- 
nomics, the law, and accountancy from that 
day till this. “‘Capital” in the original sense 
of the principal of a money loan, later ex- 
panded to include the worth of any kind of 
business asset or investment, is a purely 
financial conception; but “capital” in the 
sense of a man’s “stock”’ or “‘substance”’ is 
essentially a physical-goods conception. 
Still other confusions were foreshadowed. 
The use of the Anglo-Saxon word “stock,”’ in 
the definition just quoted, made easy the 
transition from the term “capital” as a sum 
of values to the hybrid and ambiguous term 
“capital stock”’ as a mass of physical goods.” 


1 Quoted in The Oxford Dictionary. 

12 The Germanic word “stock” had the root meaning 
of “stick” and hence main stem (as of a tree), hence, 
figuratively, a collection of physical things viewed as a 
fund of goods and resources constantly renewed—all of 
which meanings still persist in good use in various con- 
texts. Evidently the “capital” of individual subscribers 


The value of which was the financial invest- 
ment in the enterprise. Within the next cen- 
tury other confusions appeared as the terms 
capital and income were extended to relate 
to corporations, not merely to individuals. 

These changes occurred not suddenly but 
during the seventeenth century. In the defi- 
nition of date 1611, capital was still some- 
thing thought of as belonging to “a man,” 
a natural person, and not to a corporation. 
This individualistic conception of capital 
had been unquestioned for centuries and still 
survived at the end of Queen Elizabeth’s 
reign. The complicating notion of corpora- 
tion capital came within the next hundred 
years. The English trading companies nu- 
merously organized as Merchant Adventurers 
in the fifteenth century for trading on the 
Continent had retained this distinctly in- 
dividualistic conception of capital as the sum 
invested by a natural person in the hope of 
profit. The company as such had no per- 
manent investment, and each trading trip 
was a separate “adventure” for which a 
stock of goods was provided by subscribers 
in various proportions each of whom re- 
covered his “capital” and shared in the 
profits (if any) after each adventure in pro- 
portion to his investment. 

Temporary shifting investment is not 
suited to undertakings that must be carried 
on continuously for long periods to show re- 
sults. Further, the interests of the public and 
of creditors require that when the liability 
of the shareholders is limited the amount of 
capital subscribed should be a_ stated 
amount. In a continuing enterprise this is 
necessary also, in order to determine the 
amount to be retained as capital or dis- 
tributed as profits, and for other purposes, 
such as taxation, etc. These principles which 
seem so obvious now were only gropingly 
arrived at between 1600 and 1657 by the ex- 
perience of the great companies chartered in 
England for overseas trade and colonization. 
The London East India Company, chartered 
the last day of the year 1600, obtained large 


meant something quite different from “capital” in the 
sense of the “capital stock” of the whole enterprise, 
the latter corresponding rather to the physical aspect of 
what today are generally called assets. 
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powers and privileges. The first voyages, or 
“adventures,” as they were called, were sep- 
arate enterprises, each new group of adven- 
turers taking over from the last group the 
assets such as ships, warehouses, etc., at an 
agreed valuation. Beginning in 1612 several 
voyages (e.g., those for the years 1613-1616) 
were treated as a single joint stock, and not 
until 1657 was this procedure extended by a 
new charter under which was created “The 
New General Stock” as a permanent invest- 
ment. 

The experience of the East India Com- 
pany is fairly illustrative of the changes 
under way at that time. Toward the end of 
the seventeenth century occurred the incor- 
poration of the Bank of England and other 
financial companies with permanently sub- 
scribed “capital stock.’’ Business corpora- 
tions were not only legal entities having an 
artificial existence apart from that of the 
natural persons who united to form them, 
but they now had funds permanently com- 
mitted to them by the subscribers. The con- 
cept of capital thereupon entered upon a 
new stage of ambiguity. Is “capital” the 
collective name for the financial amount of 
ownership by the subscribers (natural per- 
sons), in other words, the net worth, or pro- 
prietorship; or is it a name for the assets 
owned by the corporation as such; or is it 
the amount of “capital stock” in the sense 
of the “legal” or “the stated capital,” a nom- 
inal sum not corresponding with either of the 
other conceptions? Or is it some confused 
mixture of all three? From that day to this, 
conflicting usage has left the answer in 
doubt. 

The confusion of terms that thus came to 
prevail in the seventeenth and eighteenth 
centuries may be inferred from Adam 
Smith’s usage in 1776, which greatly influ- 
enced his successors. He used the terms 
“stock,” “capital stock,” and “capital’’ for 
the most part indiscriminately, but in some 
cases with evident purpose to distinguish 
them. “‘Stock,”’ the term he uses most fre- 
quently, is the more general, usually seems 


138 The writer is indebted to Prof. Stanley E. Howard 
for the opportunity to consult an unpublished manu- 
script further developing this subject. 


to include “capital’’ and “capital stock” as 
the things in which the capital “worth” is 
contained; indeed, stock is usually synony- 
mous with them and sometimes with 
“wealth.” Occasionally, however, the ge- 
neric term “stock” is broader than “capital 
stock,” including things reserved for con- 
sumption. Smith sometimes, too, suggested 
the distinction that “stock” consists of 
physical goods, while “capital” is the in- 
vestment value of goods used to obtain a 
profit. It appears therefore that (so far as 
Smith is fairly representative) the concep- 
tions of capital as a stock of physical objects 
or as monetary investment and as some- 
thing owned either individually or collec- 
tively were pretty thoroughly confused in the 
seventeenth and eighteenth centuries. 

Further, Adam Smith introduced the 
terms fixed and circulating capital, distin- 
guishing them by the criterion of change of 
ownership; and forty years later the Ricar- 
dians, without realizing the difference, 
distinguished these terms by the criterion of 
durability versus physical destruction by a 
single use. These confused terms are still re- 
tained in most of the economic texts, and are 
given too respectful attention by the account- 
ants, who, however, find them troublesome 
and unworkable.“ 


4 Thus he says: “The stock which is lent at interest 
is always considered as a capital by the lender... 
The borrower may use it either as a capital or a stock 
reserved for immediate consumption.”” Wealth of Na- 
tions, Book II, Ch. 4, Cannan ed., p. 332. The word 
“stock” as used by Smith suggests a collection of useful 
things, and “capital” seems only meant to suggest that 
these things are used in business as a source of income, 
either to individuals or to the whole nation. In the 
latter case the thought of their money valuation is 
lacking. Such phrases occur as “the capital stock of the 
society,” “the stock of the country,” “the wealth of the 
society,” “the capital of a great nation” and “the 
capital stock of Great Britain” (Idem, Book I, Ch. 9, 
pp. 94, 95) with no hint of distinction; but also occurs 
the phrase, “the capital of a private man,” (Idem, 
p. 93). 

% The preliminary report (1931) on Accounting 
Terminology says (p. 31) of “circulating capital”: 
“This expression appertains to economics rather than 
to accounting”; and of “fixed capital”: “A rather 
vague term, used in economics more than in account- 
ing.” In further comment the Committee uncritically 
accepts both mutually inconsistent criteria of thedistinc- 
tion between fixed and circulating capital, saying of 
fixed capital: “It has been defined as wealth used in the 
production of commodities, the efficacy of which is ex- 
hausted by a single use,”’ and in the next line: “The 
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In the period from Smith to John Stuart 
Mill (1776-1848) other confusions appeared. 
The then current labor-theory of value was 
grafted upon the physical-goods concept of 
capital and for the first time capital was de- 
fined as “produced means of production 
used for further production.” This still re- 
mains the standard definition of capital in 
most of the economic texts. By “produced” 
was meant “produced by labor,” but what, 
in turn, that meant was never clearly de- 
fined. Misled by an abnormal and temporary 
situation in England at that time, the Ricar- 
dians magnified to supreme theoretical im- 
portance a fallacious distinction between 
land (in the sense of natural, that is “un- 
produced,” agents) and “capital” (as con- 
sisting of “artificial” or labor-produced 
agents) used for further production. “Land” 
(in that broad sense) even when used in busi- 
ness for profit was by definition excluded 
from the concept of capital, as also was the 
money valuation of natural agents. This con- 
ception of capital, apparently unknown be- 
fore the so-called classical economics, was 
deemed by the Ricardians to be one of their 
most important contributions to theory. I 
need not argue in this presence, however, 
that it is of no possible use to accountants, 
and they have wisely discarded it, still mis- 
takenly believing, however, that it is the 
best that recent economics has to offer. 
Although the Ricardian and neo-Ricardian 
definition of capital as “produced means of 
production” is framed explicitly in terms of 
physical goods, it was always in practice 
almost immediately abandoned (as is done 
term ‘circulating’ is derived from the circumstance that 
this portion of capital requires to be constantly renewed 
by the sale of the finished articles and repurchase of raw 
materials, etc.” The former makes the criterion a physi- 
cal quality (durability), the latter makes it a financial 
quanty (continuous and ready saleability, i.e., liquid- 
ity). 

It is to be observed, however, that the older eco- 
nomic distinction between fixed and circulating capital 
survives in slightly altered, and perhaps equally 
troublesome, form in the accountants’ attempt to 
divide assets into fixed and current. For example, the 
Accountants’ Handbook (14th printing, 1934, p. 151) 
calls this “the most satisfactory basis of asset classifica- 
tion, adding: “This is founded on the economists’ dis- 
tribution of all capital goods into fixed and circulating 
capital, and has genuine economic and operating sig- 


nificance.” The confusion of technical and financial 
criteria is plainly evident in the context. 


by the Marshallians today) for a valuation, 
investment conception, including the value 
of national agents. The discussion of capital 
in all the conventional economic texts is 
permeated with this ambiguity. 

While the corporation was swiftly be- 
coming the dominant type of manufacturing 
and commercial organization after 1870, the 
new subjective, or psychological, schools of 
value theory appeared nearly simultaneously 
in several lands and began a needed revision 
of some of the fundamentals in economic 
theory. For a time thought was stimulated in 
right directions in regard to value and price, 
but quickly became entangled in the phrases 
of utilitarian psychology, already discredited 
in philosophic circles. Jevons in England and 
the Austrian school stopped short of any 
lasting contribution to better concepts of 
capital and income. The Austrian Béhm- 
Bawerk—in some respects one of the 
greatest of economic dialecticians—under- 
took to make himself master in that par- 
ticular domain; yet he finally reverted to the 
most sterile version of the Ricardian defi- 
nition of capital as “produced goods” which 
we have just described. He thus doomed to 
failure his own hopeful effort to construct 
a new “positive theory” of capital and in- 
terest, and ended in an anti-climax of a pro- 
ductivity theory of interest. In constrast, 
the American John Bates Clark recognized 
the ambiguity in the old concept of capital 
in which stocks of physical goods are con- 
fused with their monetary valuation, but, 
he left his task far from completed. He 
stopped half way with a confusing termi- 
nology of “capital goods” and “true” capital, 
and he, as well as Béhm-Bawerk, retained 
a false labor-theory and cost theory of the 
genesis of capital. However, by his valua- 
tion concept of capital Clark notably ad- 
vanced the truth, and some traces of his in- 
fluence appear in every American economic 
text of the last quarter century, as I have 
elsewhere sought to show.'* Nevertheless, 
the Ricardian definition of capital—rein- 
forced rather than weakened by Béhm- 


18 In my essay on “Clark’s Reformulation of the 
— Concept,” in Essays in Honor of John Bates 
lark. 
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Bawerk’s great influence—has continued to 
hold the field with the powerful support of 
the Marshallians, still so largely dominating 
the economic theory of price throughout the 
British Commonwealth and in the United 
States. 

A few of those who had been influenced 
by the earlier psychological thought were 
not content with the opportunism and il- 
logical compromises which were the most 
evident results of the Austrian and Clarkian 
labors on the capital concept. These students 
of theory—chiefly American, but including 
notably Edwin Cannan of England—have 
persisted in their endeavors to develop a 
logical value concept of capital, usable alike 
by economists and by accountants. The 
story in detail of their various discussions, 
contributions and not yet completely har- 
monized results is far too long to be told 
here. I must therefore limit myself to a brief 
summary of what I deem to be the valid 
conclusions. 

The concept of capital is coextensive with 
exchange and the price system and is not to 
be confused with wealth. “Capital” should 
be defined to mean the monetary summation 
and expression of enterpriser’s purchasing 
power. It is essentially a financial concept,’ 
relating to business investment, and includes 
the present market valuation of all legal 
rights to income possessed by natural per- 
sons. The business entity as such, whether 
incorporated or not, has assets, but no cap- 
ital, the net worth of which (i.e., assets 
minus other liabilities) is the capital of the 
collective investors. The so-called “capital” 
of a corporation is at most a quasi, fictitious, 
or pseudo capital, created by and corre- 
sponding to the legal fiction of the separate 
corporate entity. The corporation owns the 
assets but the shareholders own the capital. 
The same thing cannot be owned at the same 
time and in the same sense by two different 
owners. A corporation is not a capitalist. 
A sufficient proof of this to accountants 
should be the simple fact that “capital” 
always appears on the liability side of the 
balance sheet. The corporation owes the 
capital, it does not own it. The shareholders 
own it. 


The cost-of-production theory, still linger- 
ing in most of the textbooks, looks to the past 
to account for present valuations; it must be 
replaced by a consistent theory of the capi- 
talization process.!’ 


IV 


The terminology of income is no more 
satisfactory than is that of capital. Econo- 
mists and accountants, at least by implica- 
tion, seem initially to agree that income is 
something related to capital so closely that 
the determination of one involves that of the 
other. This thought is reflected in the title 
of this session. Yet surprisingly little use is 
made of the term income in accounting‘ 
texts, and that is often in strange new mean- 
ings, loosely related to the concept of capital, 
and income is not defined beyond the gener- 
ous suggestion of other ambiguous terms as 
synonyms. A few examples are given in the 
note.}8 

The word “income” is broadly self-defin- 
ing, as anything that comes in, and at one 
time or another it has been used in many 
senses that are now obsolete or archaic, in- 


17 A capitalization theory is completely wanting in 
Clark’s treatment, and was lost sight of by the Aus- 
trians after a promising beginning in its recognition. 
By this is meant the process of estimating capital as the 
present worth of the proprietorship of sources to future 
incomes, which is not to be confused with the very 
different process of issuing various kinds of shares in 
nominal amounts, as the term capitalization is often 
used in statute law and elsewhere. 

18 A recent text (Porter and Fiske, 1935, p. 327) de- 
clares in the chapter on “Income—its nature and 
determination,”’ that “‘it is impossiblé'to find a universal 
= of income” and then proceeds at once to 

pou ney as synonymous with it, as if that solved 
Po problem. (E.g., 327, $38.) A veteran in academic 
accounting having, as he says, “vainly tried to find any 
accepted differentiation between” the terms income and 
profits and finding no aid in the preliminary report of 
the accountants’ Committee on Terminology (1981) ex- 
plains that in his “treatise, therefore, the words are 
used indiscriminately.” (Hatfield, Accounting, 1927, 
pp. 214-242.) A writer in the June, 1936, AccounTING 
Review, (G. A. D. Prienreich, p. 130), still further com- 
plicates the problem by announcing that “The terms 
‘income’ and ‘profits’ are synonymous with ‘ earnings’ 
for all purposes germane to the present discussion,” 
and a moment later discouragingly adds: Mag 
discussion will be facilitated by avoiding the use of the 
term ‘income.’” Thus he disposes of half the subject 
matter of this paper, and we may feel temp 
emulate his discretion by pitching the other half out 
of the window. But what then becomes of “the funda- 
mental purpose of accounting’ —“‘to distinguish clearly 
between capital and income?” 
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cluding such an unfamiliar idea as that of 
calling a person an income when he entered 
a room (that is, a new comer). The earliest 
recorded use of the word income (in an 
Anglo-Saxon version of the Bible in 1000 
A.D.) was as a verb, meaning to enter.'The 
meaning of the noun income that is now 
deeply rooted in popular speech and is most 
usual in its application to business and eco- 
nomic purposes appears to be that of any 
sort of goods (or valuable rights) coming into 
the possession of a person, with the further 
implication that this is something additional 
and available for consumers’ use without de- 
pletion of a formerly existing physical stock, 
or of a financial capital fund, as the case may 
be. This is now the generic meaning in cur- 
rent economics where, however, various spe- 
cific terms such as “real income,” “income 
in goods,” “income in kind,” “labor in- 
come,” “funded income,” and “psychic in- 
come” have indispensable uses in connection 
with, and often in contrast with, “pecuniary 
income.’ However there has recently been 
a tendency in business and popular speech 
toward narrowing this concept to include 
only incomes expressed in terms of money.‘® 
At the same time “income”’ has largely dis- 
placed the term profits in the accountants’ 
treatment of the business entity, and par- 
ticularly of the business corporation. 

The result of these several shifts of mean- 
ing, so unequally and variously accepted in 
different circles and applications, has been to 
create a greater confusion in the term in- 
come than ever has reigned before, with 
practical consequences of importance both 
to economics and to accountancy. Few ap- 
preciate how completely until of late the 
term income had been limited in its applica- 
tion to individuals nor how recently it has 
been applied to business corporations. In the 
numerous quoted examples collected in The 
Ozford Dictionary, none until late in the 
nineteenth century clearly implies that an 
income could accrue to anybody but a nat- 
ural person. The shift in usage has come onlyv 
since the recent great increase of business 
corporations. The Accountants’ Committee 


19 See Oxford Dictionary to this effect. 
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on Terminology (p. 68) speaking of the usage ~ 
of terms that “it is believed are now well 
established”’ makes the following just obser- 
vation: “Income, while sometimes used by 
corporations, frequently as applied to net 
earnings, applies more particularly to the 
compensation or profits received by a per- 
son.” This idea however, is, immediately 
contradicted in definitions of more specific 
forms of income, as gross, net, from invest- 
ments, miscellaneous, operating, non-operat- 
ing, etc., all of which are evidently treated as 
applying in accounting to corporations as 
well as to any other impersonal business 
entity. 

In economic usage the term income is’ 
still, in greater part, applied broadly to 
things accruing to individuals and available 
for consumption; whereas profits are pecul- 
iarly the impersonal yield of any business no 
matter what the type of ownership. In con- 
formity with earlier and long established 
usage it would not be permissible to speak of 
the “income” of a corporation. A corpora- 
tion if successful has profits which when dis- 
tributed are incomes to the receivers; but a 
corporation is a creature of the law once 
vividly described as having “neither a body 
to be kicked nor a soul to be damned.” As 
such it has no capacity to enjoy and can 
have no “income”’ except in a recently dis- 
torted sense of the word. It can hardly be 
doubted that in most cases where account- 
ants now use the term “income” to designate 
the surplus accruing to the impersonal busi- 
ness entity or to some special branch of its 
operation, the term profits would be more 
proper; and usually in the other cases neither 
income nor profits is a fitting term. 

It may be ungracious to suggest that ac- 
countants and business men have largely 
themselves to blame if now they are unable 
to find any tenable difference in the mean- 
ings of income, earnings, profits, revenues, 
etc. They have made their task more dif-! 
ficult by the careless use of terms. With a 
wealth of words from which to choose to 
fashion a logical system of terminology, each 
term with a clear distinctive meaning, ac- 
countants have lost themselves in a maze of 
terms: income, gain, profits, earnings, rev- 
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enue, receipts, increase in equities, increase 
in wealth, accrual of wealth, periodic re- 
turn, benefit or advantage, surplus from the 
earnings, dividends, rents, and interest pay- 
ments, etc. Confusion is then multiplied by 
limiting adjectives such as gross, net, pure, 
economic, from operation, sales, invest- 
ments, other incomes, etc. Every canon of 
sound terminology is violated; each term is 
applied to two or more ideas, and each idea 
is expressed by several different terms. The 
client, the reader, and the public never can 
know just what any of these terms means in 
a particular corporation report and must 
seek, often vainly, to discover from the con- 
text whether the term income means before 
Mhis, or after that, or what not. Even the 
-{most enlightened of accountants is driven 
Yto exclaim in despair: “the average income 
£ sheet is a hodge-podge of illogical, non-illumi- 
nating classifications.”’*° Is this not a truly 
intolerable situation? 

The conception of income as a surplus has 
likewise taken on a new complexity with the 
advent of the corporation as the dominant 
form of business organization with which the 
accountant has to deal and to which the 
economist must adjust his thinking. Let us 
test our previous definition in the simplest 
conditions of which anthropology gives any 
account, namely, the ceaseless search for 
food by the primitive man always on the 
verge of starvation. Then anything that he 
finds that is fit to eat, wear or enjoy in any 
way is essentially income, that is, newly 
acquired goods available for use. If it is not 
eaten or otherwise used but is laid aside 
(“saved’”’) for use in a later period, it be- 
comes part of a store (or stock). This is 
wealth but not capital. Income (in goods) 
in succeeding periods is to be reckoned as a 
current surplus over and above the stock, 
that is, an addition to the amount in store. 
The simplest conception of accumulative 
saving makes it follow income; that is, saving 
is the act of refraining from the present use 
of an income of goods in the period when it 
occurs. Then conservative saving sets in, to 
maintain the existing stock by continually 


2° Paton, Accounting Theory, p. 53. 


refraining from its consumption. Both types 
of saving of physical goods imply compari- 
sons of current incomes with stocks in suc- 
cessive periods, and the factor of time-pref- 
erence is introduced into the individual’s 
whole system of valuations. In simple self-/ 
sufficing economies the comparisons of in- 
comes and of stocks of goods in successive 
periods are all in physical terms, and their 
relative valuations are expressed “in kind,” 
that is, by a sort of barter relationship. As 
soon, however, as money trade begins and 
the valuations of goods begin to be expressed 
in terms of prices, there enters the capital 
value concept. The comparison of current 
incomes with the value of existing stocks 
is expressed in terms of price. The value of 
the present income is compared with the 
capital sum, or present worth, of the an- 
ticipated incomes which the stock or fund 
contains or represents. Accounting may be 
defined as the capitalistic calculus in modern 
business, in other words, the calculus of capi- 
tal and income. This complex calculation 
may be the bane of the accountant’s exist- 
ence—but, happy thought—it is- what 
makes necessary his services and generous 
fees. No capital, no accountants! 


It is indeed rash for a layman in account- 
ing to offer even a suggestion to the account- 
ants, but in the light of the foregoing it 
would seem that they should begin by 
making far more generous use of the simpler, 
descriptive categories of receipts and dis- 
bursements classifying them and balancing 
them for different purposes before beginning 
to use any such terms as revenues, earnings, 
profits, or income. The term revenues might, 
perhaps, in accord with the usage in public 
finance, be reserved for those receipts, such 
as rents, royalties, interest, dividends from 
outside investments, etc., that do not strictly 
result from the operations of the enterprise 
itself, but are derived from sources outside. 
Then, and not till then, should come the 
more detailed study of receipts and disburse- 
ments in various departments of the busi- 
ness provisionally treated as minor separate 
entities, such as transportation operation, 
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manufacturing, merchandising, etc. The sev- 
eral “balances,” “results” or “earnings” (if 
that term be preferred, despite its original 
root meaning which was limited to incomes 
from human labor) would then be ready to 
be summated algebraically with revenues, 
taxes, capital changes, etc., to arrive at a 
figure for current “profits” of the enterprise 
as a whole. Current profits added to pre- 
vious profits and capital values would yield 
the figure for the accumulated net worth, or 
proprietorship, of the collective enterprisers. 
Then, and not till then, would appear the 
term income as the amount accruing or dis- 
tributed to the several investors, the return 
to each on his capital in the enterprise. 

We cannot enter here into the difficult 
question of costs and overhead costs, or into 
that of adjusting capital values to the pur- 
chasing power of the dollar unit in periods 
of rapid changes in the general price level, 
although these, too, are problems of capital 
theory. 

The accountant has the hard task of ana- 
lyzing and recording true market valuations, 
expressed in terms of prices and the mone- 


tary standard. He cannot escape the dif- 
ficulties by tying capital value to original 
cost. That “cost” is at best simply evidence 
of what the directors of the enterprise 
thought the things were worth when bought 
at some time in the past—either as a whole 
plant or as successive items. Original cost 
did not infallibly reflect either good sense or 
good morals in the past; still less does it ac- 
curately tell what things are worth now. The 
other horn of the dilemma is to reevaluate 
the assets, with all of the chances of human 
error, exaggerated hopes, or intentional mis- 
statement that such a process affords. The 
same chances were present, however, in 
original cost, as sad experience often shows. 
Moreover, where could there be a greater 
range for error in individual judgment, or 
for intentionally conservative misstatement, 
or for downright deception, than in present 
estimates of depreciation, depletion, and 
obsolescence? We cannot get far in sound 
accountancy unless we postulate that the 
accountant, like Quintilian’s ideal orator, is 
“fan honest man.” And this, we are assured, 
is the noblest work of God. 
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CONCEPTS OF INCOME UNDERLYING 
ACCOUNTING 


A. C. LirTLeEToN 


SURVEY OF accounting literature 
A would lead most observers to the 

conclusion that, on the whole, capi- 
tal has received more attention in accounting 
than income. Yet fundamentally income pro- 
duced, not capital in use, is the central theme 
of account-keeping as it is the focal center ofy 
the business enterprise. Capital is only a 
means to an end; income is that end. 

There are two collateral circumstances 
which seem to support the observer’s inter- 
pretation. Ever since bookkeeping expanded 
into accounting, auditing practice, out of 
which much of the literature comes, has been 
preoccupied with the balance sheet—the 
capital statement—because therein was re- 
flected the most accessible evidence of the 
concern’s ability to pay debts.! 

The second circumstance is that the de- 
velopment of the business corporation 
through the last hundred years has been ac- 
companied by considerable litigation which 
involved the capital statement although the 
issue usually had to.do with profit available 
for dividends. In general the court decisions 
have limited dividends to undivided profit; 
but “undivided profit” in England where 
the early cases were decided was evidenced 
by a balance sheet item which expressed the 


1In writing in The Accountant (London, Sept. 5, 
1936) on the subject “Evolution of the Law Relating 
to Limited Company Accounts,” George F. Todd indi- 
cated that the Act of 1844 made the balance sheet 
alone the main object of the accounting sections of the 
Act because, in the government’s concern for the pre- 
vention of fraud, it desired to place emphasis upon the 
evidence of stability and financial soundness and was 
not interested in the company’s earning power or the 
competence of its officers, which, presumably, would be 
revealed by the income statement. 

This limitation of accounting regulations to the 
balance sheet must be considered to mean that the 
government regarded shareholders as absentee inves- 
tors, deserving protection almost as if they were 
absentee creditors without a voice in the management. 
These early regulations nowise constitute a denial that 
income rather than capital is the center of enterprise 
account-keeping; they merely mean that government 
regulation need not go so far as to be concerned with 
income. 


excess of assets over debts plus capital 
stock, and not by the results of a profits 
statement as such. 

Accounting therefore may seem to the 
reader of its literature to be mainly con- 
cerned with either the capital statement it- 
self or with the sum available for dividends / 
as determined by two capital elements; 
namely, the total quantity of economic cap- 
ital (assets) compared to the total of capital 
claims (debts and stock). 

The study of the periodic profit out of 
which asset accumulations grow, did not 
play an important part in auditing or in the 
court decisions. The reason is not difficult to 
find : the key-figure for most of the interested 
parties would be the same whether the 
amount of undivided profit was calculated as 
the balancing item of the balance sheet or 
as the accumulated undivided profits of the 
past now increased by the net results of the 
current fiscal period. Hence profit is not 
given much attention in accounting litera- 
ture, although its importance to investors 
and creditors is very great. 

But I want to look deeper. I want to show 
that income produced has always been a pri- 
mary consideration in accounting even 
though that fact is often masked by the em- 
phasis usually placed by auditing upon sur- 
plus available for dividends and assets avail- 
able to pay debts. I hope also to show that 
American public accountants have recently 
become outspoken in re-asserting the pri- 
macy of income. 

Now let us go back a little to note some 
changes that followed the spread of account- 
ancy from Great Britain to this country. 

In the transition of corporations and ac- 
counting from England to the United States, 
“undivided profit” in the English balance 
sheet became “surplus profit” here without 
much change in meaning. Gradually, how- 
ever, the phrase was shortened to “surplus.” 
This weakened the profit connotation which 


| 
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was inherent in the term “surplus profit” 
and strengthened the asset-excess idea which 
was inherent in the balance sheet as a cap- 
ital statement. So long as asset-excess could 
come only from profit-transactions (after 
making due exceptions for new investments) 
little opportunity for confusion or deceit was 
present in the change of terms. But that 
simple condition did not continue. 

When the use of no-par stock became 
widespread in the nineteen-twenties, it 
brought with it two new practices; one was 
that of crediting to stock account a sum 
which was less than the full consideration 
received for newly issued shares; this sum is 
the so-called “stated capital” and takes the 
place of the usual credit to capital stock of 
the full consideration for the shares issued. 
The other new practice was that of crediting 
a part of the paid-in assets to a so-called 
“paid-in surplus” account.” 

There were still other changes. The war 
period and the days of post-war prosperity 
were accompanied by numerous revaluations 
upward of business assets. These perfectly 
legal actions generated a “surplus,” so- 
called. Surely this was even farther removed 
from profit than was paid-in surplus. These 
practices made it difficult any longer to 
identify excess of assets above debts plus 
(stated) capital with the results of profit- 
transactions. 

The courts were slow to consider surplus 
as anything more detailed than the excess of 
the aggregate of assets over the aggregate 
of debts and stated capital. But the convic- 
tion grew among public accountants that the 
surplus account which once had meant 
nothing more than undivided profits, had 
now become something so much more com- 
plex that the use of a single surplus account 
was open to serious misconstruction. The 
question of the subclassification of surplus 
was given careful attention by the American 

? Confusion can hardly be avoided with such a con- 
tradictory term as “paid-in surplus”; it seems to de- 
clare itself a profit by the use of the word “surplus,” 
yet the word “paid-in” says that it has been con- 
tributed by the very stockholders who are entitled to 
the withdrawal of profits. We have a strong name for a 
person who pays dividends to A out of B’s investment; 


but we have as yet no name for one who pays in an 
investment to be returned as a dividend. 


Institute of Accountants. After extended 
consideration a committee of the Institute 
reported the following tentative definitions: 


Earned surplus is the balance of the net profits, 
net income, and gains of a corporation after de- 
ducting losses and after deducting distributions 
to stockholders and transfers to capital-stock 
accounts. 

Surplus consists of capital surplus and earned 
surplus. Capital surplus comprises paid-in sur- 
plus and revaluation surplus, that is, all surplus 
other than earned surplus. Paid-in surplus is the 
amount received from the sale or exchange of 
capital stock in excess of its par or stated value; 
the excess of the par or stated value of capital 
stock retired over the amount paid therefore; 
profits on resales of treasury stock; and surplus 
arising from a recapitalization. Paid-in (or do- 
nated) surplus also includes donations to a cor- 
poration by its stockholders or others of cash, 
property, and capital stock. Revaluation surplus 
is the appreciation recognized as arising from an 
appraisal of fixed assets.* 


This committee’s work is offered as defi- 
nite evidence that public accountants are 
desirous of re-establishing the traditional ac- 
cord between “profit”’ and “surplus.” 

As further evidence of the same sort, it 
may be noted that codperation between the 
New York Stock Exchange and the Ameri- 
can Institute of Accountants in the matter 
of standards for corporate reporting brought 
forth a clear pronouncement of the primary 
importance of income data. In the published 
correspondence the following statements are 
made: 


... the real value of the assets of any large 
business is dependent mainly on the earning 
capacity of the enterprise (p. 6). It is probably 
fairly well recognized by intelligent investors 
today that earning capacity is the fact of crucial 
importance in the valuation of an industrial 
enterprise, and that therefore the income account 
is usually far more important than the balance 
sheet (p. 10).4 


A third item is of interest in further show- 
ing the recent trend of thought among public 
accountants. In the latest revision of a pam- 


3 Year Book, American Institute of Accountants, 
New York, 1930, p. 173. 

4 Audit of Corporate Accounts, American Institute of 
Accountants, New York, 1934. 
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phlet briefly outlining auditing procedure 
published by the American Institute of Ac- 
countants, a new form of audit certificate is 
included in which this sentence occupies a 
prominent place: “... the accompanying 
balance sheet and related statement of in- 
come and surplus fairly present, in accord- 
ance with accepted principles of accounting 
consistently maintained by the XYZ Com- 
pany during the year under review, its posi- 
tion at December 31, 1935, and the results 
of its operations for the year.””® 

The phrase of particular significance here 
is the one which rests the correctness of the 
accounting statements upon “accepted prin- 
ciples of accounting.”’ The prior practice was 
to say in the certificate that the financial 
statements exhibited “‘the true financial con- 
dition and the results of operations.” The 
earlier form had a tendency to emphasize 
the audited balance sheet; the present 
phraseology, while broader and less am- 
biguous, is at the same time much more de- 
scriptive of the basis upon which the auditor’s 
work as an expert has rested from the be- 
ginning, that is, the accepted principles of 
accounting. 

This form of certificate will do a great deal 
in the midst of the complexities of modern 
finance to help us to recapture the original 
essence of double-entry bookkeeping. “Ac- 
cepted principles of accounting” are more 
than the customary practices of professional 
accountants making balance sheet audits. 
The phrase must reach far enough to include 
those principles which have been funda- 
mental to double-entry bookkeeping for 
many centuries and those principles which 
have been so serviceable in refining book- 
keeping into accrual accounting, that is, ac- 
counting wherein income earned is sharply 
distinguished from cash received, and ex- 
pense incurred from cash disbursed.® 

I am convinced that the outstanding char- 
acteristic of double-entry bookkeeping is not 
the equality of debits and credits but the 


5 Examination of Financial Statements by Indepen- 
dent Public Accountants, p. 41. 

‘The characteristics of accrual accounting are 
further analyzed in “Contrasting Theories of Profit,” 
AccountinG Review, March, 1936. 


systematic inclusion in the record of data 
expressing incomes and expenses. “Nomi- 
nal accounts” for expenses and incomes were 
added some five hundred years ago to the 
then very incomplete debt-records. That 
addition made the financial recording mech- 
anism complete; since that time only re- 
finements have been added to the system. 
It likewise seems to me clearly evident that 
accrual accounting is concerned more di- 
rectly with the calculation of correct income 
and expense than with securing refinements 
for the statement of assets and liabilities, 
although the two results always appear to- 
gether. 

The emphasis given by the American In- 
stitute of Accountants to the importance of 
correct income determination and to the iso- 
lation of earned surplus, thus join with the 
new form of audit certificate to indicate a 
return to basic first principles. Profit, being 
the focal center of business enterprise, is 
likewise the focal center of account-keeping. 
This fundamental thought has never been 
divorced from double-entry bookkeeping 
and has been much elaborated by cost ac- 
counting procedure. It had however drifted 
into relative obscurity in much of the ac- 
counting literature through the tendency of 
both balance-sheet audits for credit purposes 
and judicial consideration of the dividend 
problems of limited liability corporations, to 
stress the balance sheet almost to the ex- 
clusion of the income statement. 

It is a good indication of the fundamental 
vitality of the principles upon which ac- 
count-keeping rest that our period of apos- 
tasy should come to a reaffirmation of funda- 
mental truth. Income is primary. 

One of the keenest critics of accounting 
theory has said with much justification that 
“accountants have no complete philosophi- 
cal system of thought about income.’ That 
statement is all too true. Accountants, like 
businessmen, are too deep in practical affairs 
to be philosophers. But that does not pre- 
vent accounting records from giving ex- 
pression, piecemeal as it were, to definite 
concepts of profit and income. 


7J. B. Canning, The Economics of Accountancy, p. 
160. 
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Bookkeeping has given quantitative ex- 
pression to various aspects of profit ever 
since income and expense accounts have 
been used, and that has been at least for five 
hundred years. Few indeed are the com- 
panion disciplines which have served more 
effectively for as long with so little change in 
their fundamental doctrines or methods. 
Businessmen, and accountants as well, have 
indeed been rather inarticulate in expressing 
a theory of profit. They have left it to econ- 
omists to explain why there was such a 
thing as a profit margin, and to jurists to de- 
liberate upon restricting dividends in a way 
to protect the creditors of limited-liability 
corporations. But business men and their 
bookkeepers, working within the limits of 
their tradition, have for a very long time 
been living a theory of profit even if they 
wrote little about it. They, not economists 
or jurists, undertake day by day to quantify 
profits; they have to do so for they are un- 
able to await the outcome of ultimate liqui- 
dation before making decisions. Business- 
men cannot escape acting with regard to 
profit one way or another without much 
time to rationalize their acts in advance. 

Accounting, which we may call the art of 
keeping accounts, is the means of giving 
definite quantitative expression to many 
accepted customs of business.’ And public 
accountants are constantly scrutinizing the 
details of these “‘profit customs” and criti- 
cizing their reasonableness in the light of 
sound principle. Accounting and account- 
ants therefore are supplementary to busi- 
ness activities. Even if their service proves 
useful to investors, creditors, or tax col- 
lectors, such service is secondary to a de- 
pendable record; a correct record comes first 
if only as a point of departure for subse- 
quent interpretations. 

8 The English courts, in decisions under the income- 
tax law, have repeatedly taken the view that what is 
profit is to be determined by the practices of business- 
men. [p. 4] . . . the development of accounting, like the 
development of business law, should be determined by 
the best practices of businessmen [p. 41]. The Influence 
of Accounting on the Development of an Economy by 
George O. May; American Institute of Accountants, 
New York, 1936. 

General accounting practice [is] based largely on the 


customs of prudent businessmen ... M. E. Peloubet, 
Journal of Accountancy, March, 1936, [p. 190]. 


Bookkeeping is first of all a record-metho- 
dology for an economic enterprise as a pro- 
ducing unit. And since accounting is but ex- 
panded and refined account-keeping, we 
must conclude that the true base of the most 
useful ideas of accounting is economic rather 
than legal, even though accountants, as well 
as businessmen, are under the necessity of 
conforming to the law of the land so long as 
it is law. 

The concept of income, then, which under- , 
lies accounting may be expected to be closer 
to that of economics than to that expressed 
in statutory law or court decisions. 

There is, I believe, a concept of profit, or 
as I prefer to say, a concept of net income, 
inherent in double-entry bookkeeping as it 
has been refined by the accrual system of 
accounting. What follows is an attempt to 
describe that concept. It is an effort to in- 
terpret out of business customs and account- 
ing practices the concept of net income 
which is lived day by day in business and 
which necessarily constitutes the most basic 
concept in accountancy. 

This purpose leads first to a brief consid-| 
eration of what may be termed the economic 
condition of an enterprise in constrast to its 
financial condition, and then to the larger 
question of whether the cost-outlays (in- 
cluding expenses) made in business and re- 
corded in the accounts may reasonably be 
thought of as causally related to the rev- 
enue-incomes secured. 

Whenever debtors and creditors enter 
into contractual relationships, financial con- 
dition becomes an important consideration. 
This is very largely a legal matter. But a busi- 
ness enterprise is more basically an eco- 
nomic unit than it is a legal institution; fi- 
nance and debt are secondary to the pri- 
mary economic activity of producing an out- 
put which will be acceptable to customers. 
Therefore it is possible to say that economic’ 
condition, not financial condition, is of first 
importance in a business enterprise. 

The appearance of output in a business 
is not the result of the simple speculative 
adventuring of an investment—the provi- 
dential casting of bread upon the waters. 
And income is more than the chance real- 
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ization of a gain arising out of an ownership 
now transferred to another. 

The assembly and union of selected ele- 
ments of input form the units of final out- 
put of a business enterprise. Presumably the 
manipulative processes add new utilities be- 
yond the mere sum of the utilities of the 
previously separate elements. How much is 
thus added will be tested by the market’s ac- 
ceptance or rejection of the product at the 
price asked. Insofar as money-costs can‘ 
measure the sacrifices made in producing the 
output, it may be said that the calculated 
cost of production expresses the sum of the 
utilities of the separate elements of input. 
This sum (cost), compared with the market’s 
expression of opinion regarding output-util- 
ity (revenue), will presumably measure the 
utility added by the productive processes. 

It is necessary to qualify the statement by 
the word “‘presumably”’ because monopoly, 
if present, could hold selling prices artifi- 
cially high, thus adding a sum to the profit 
margin which could not properly be de- 
scribed as a producer-added utility. But in 
the absence of outright monopoly control of 
price, the effect of “‘natural” scarcity fac- 
tors would be transmitted to high-cost and 
low-cost producers alike for they would both 
receive the same price for their product. 
Consequently, in the absence of monopoly, 
the profit of those producers who are above 
the margin must be due to their lower costs. 
And lower costs, for the most part, are ex- 
pressive of the producer’s skill and efficiency. 

We may say therefore that the point of 
view of the businessman is that output is the 
result of definitely planned work—the con- 
sequence of a prior service-input made with 
intent to create output; money-income is the 
earning flowing from the planned work—the 
consequence of a prior money-outlay made 
with intent to generate income.® 


® John R. Commons (Institutional Economics, pp. 
258, 257, and elsewhere), stresses the economic distinc- 
tion between output, an engineering concept of quan- 
tity devoid of price, and income, an economic concept 
of the aggregate from multiplying quantity and price; 
and the distinction between input, related to services 
acquired and used, and outgo, the aggregate costs in- 
curred to acquire the input. Also see John D. Black, 
Introduction to Production Economics (1926) especially 
Chapters XI, XII. 


17 


From the businessman’s point of view, 
and hence the point of view also of account- 
ing theory, the key to this doctrine is the 
word “‘intent.”’ Service-input and its money/ 
counterpart, outlay, is entered upon with 
the clear intention of establishing a relation- 
ship with subsequent service-output and its 
money counterpart, income. That is to say, 
input has the objective of producing an ef- 
fect on the economic condition of the enter- 
prise. Hence cost-outlays are more than mere “ 
cash disbursements or liabilities incurred; 
outlays for cost express in homogeneous 
money-price the heterogeneous service-input 
made in the effort to produce an acceptable 
service-output. And in a similar way reve- 
nue and earnings (incomes) are more than 
mere cash collections or accrued assets re- 
ceivable. Incomes express in money-price 
the fruition of the enterpriser’s efforts—the 
ripening harvest as it were from a prior 
planting carefully cultivated. Quite a dif- 
ferent condition this from a mere speculative 
venturing, even though the outcome of the 
husbandry may be subject to unpredictable ‘ 
and uncontrollable risks. 

Economic condition, then, is a relation- 
ship, as financial condition is a relationship. 
Whereas the latter is a relationship of debt 
to debt-paying capacity, the former is a re- 
lationship of income produced to the cost of 
producing it. For many purposes a knowl-v 
edge of financial condition is important, but 
economic condition is a foundation to finan- 
cial condition and to many other matters 
besides. Wherever business management or 
investors attempt to think of results in 
terms of causes, it is details of economic con- 
dition which should receive major attention. 

The clue to the concept “‘economic con- 
dition” is found in the term “net income”; 
and the explanation of net income is found 
in the conjunction of two elements: one is 
the acceptance of the service-output by cus- 
tomers at a price, and the other is the prep- 
aration of the service-output for customers 
at a cost. 

Imagine a pair of shears in the hands of a 
tailor; the lower blade moves only forward 
on the table-top but the upper blade also 
moves up and down in the cutting stroke. 
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Net income, like the cloth under the tailor’s 
hand, is shaped as by the interaction of the 
blades of a pair of shears—revenue as one, 
cost as the other. It is obvious that both 
blades are necessary to produce the result. 
But their action is not necessarily equal. 
One blade may rest passively on the table 
while the other blade moves actively up and 
down under pressure from the operator’s 
fingers. The passive blade represents rev- 
enue—the element under little direct man- 
agerial control; the active blade represents 
costs—the element under considerable man- 
agerial control in the activity of producing 
net income. 

Cost-outlays are much more subject to the 
enterpriser’s decisions and choices than is 
revenue; he controls the timing of his cost- 
outlays and their apportioning among types; 
he selects the quantity and agrees to the 
buying price; by following his selections 
with expenditures or contracts, he induces 
a flow of service input. We may say then 
that the costs thus incurred express quanti- 
tatively the causes which actuate the inflow 
of services, or that the chosen input of serv- 
ices causes the outflow of cost-expenditures. 
But whichever way the proposition is stated, 
the result is that costs represent “solidified” 
managerial choices made with specific intent. 

The shears illustration clearly expresses 
the thought that net income is the result of 
a favorable or unfavorable relation between 
revenue and cost. But the relation changes 
more readily under the influence of costs 
than revenues; profit is likely to accompany 
low costs, and loss to be associated with 
high costs. If “A” is a marginal producer, 
he is so because his costs are high in relation 
to the price the market is willing to pay; if 
“B” makes a good profit with a similar 
product in the same market, he does so be- 
cause he has been able to get his costs low in 
relation to market price. 

One should no doubt refer to “cause and 
effect” circumspectly in these scientific days, 
for effects are usually considered to emerge 
out of a complex of antecedent conditions 
rather than from specific causes. Yet it is 
difficult to contemplate the complex condi- 
tions antecedent to the appearance of earned 


net income and not try to see at least some 
distance into the tangle. 

What lies back of the revenue which flows, 
from the customer’s acceptance of a prod- 
uct? As “causes” of demand, consumers’ 
wants will probably stand first. But the 
wants behind demand are not wholly be- 
yond the influence of an enterpriser’s ex- 
penditures. Many managerial decisions are 
made with the definite intention of influenc- 
ing demand. Improvements in old products, 
devising new products, forceful and truthful 
advertising, skillful styling and designing, 
attractive price-quality ratio—the enter- 
priser’s cost-expenditures for such as these 
cannot change human nature perhaps, but 
they can uncover latent wants and make 
effective many wants formerly unsatisfied. 
In this sense even an individual seller’s costs 
can lead to the ultimate acceptance of that 
seller’s output and to a consequent inflow of 
revenue. If outlays can “cause” a demand 
for specific services, they can be considered 
causally related to the revenues which flow 
from the services rendered. 

Besides wants as primary causes of de- 
mand there is also the matter of consumer 
purchasing-power. Wants are fulfilled only 
at a price. The price which will convert / 
wants into purchases depends upon the in- 
tensity of the want and the ability to pay. 
Can the seller’s expenditures influence these? 
Intensity of want can be influenced probably 
very little, but ability to pay can be influ- 
enced a great deal. For example wherever 
ingenious policies and wise expenditures re- 
sult in low costs and consequent low prices, 
the effect upon the customer’s purchasing- 
power is direct and beneficial. In that sense 
also business expenditures can “cause” de- 
mand and lead to acceptance of the product. 

But demand and even sale do not of them-¥ 
selves yield a profit; they can only offer a 
chance to profit. The opportunity to earn 
a profit appears with the customer’s ac- 
ceptance of the product, but profit realiza- 
tion to an important extent, depends upon’ 
how successfully the costs have been kept 
below the revenues. This accomplishment is 
seldom accidental. To be sure, cost is partly 
the result of the state of the supply-market 
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at the time, but to a large extent, as sug- 
gested above, costs are subject to the choices 
and the resourcefulness of the producer. 
Good buying, high worker efficiency, in- 
ventiveness—expenditures for these ele- 
ments and many others, if made with clear 
foresight and wise intent,” do have the° 
planned result, namely, costs which are 
lower than the corresponding revenues. 

Managerial policies are made effective’ 
through costs. Costs, therefore, are quanti- 
tative measures of policies translated into 
action. Management, having recognized 
wants to be satisfied and being desirous of 
contriving a supply to fill the need, can ef- 
fectively express itself only in expenditures 
made or expenditures avoided. By that 
means management succeeds or fails in its 
objective of providing a desired economic 
service at a cost which is less than the price 
set by marginal producers in a competitive 
market. 

How can management know when and 
what to cease producing except by learning 
to distinguish the successful from the un- 
successful attempts at supplying a service? 
It has been said, “It is only when past plans 
for production and past costs have been ac- 
curately adjusted to the demand that exists 
when the goods finished arrive at the con- 
sumer’s market, that goods sell for prices 
that agree with past costs of production.’”° 
Since the manager cannot foretell the future, 
and therefore cannot at the moment judge 
the wisdom of his present costs, he can be- 
come “accurately adjusted to the demand 

” only upon the basis of a compariso 
of his past plans, partially expressed in his 
costs, and present market demand, partially 
expressed in his revenue. 

The enterpriser’s problem then is twofold: 
first, to discover economic wants which he 
believes he can be the means of satisfying; 
second, to choose the necessary elements of 
service-input and to direct the production 
and distribution of the service-output ac- 
cordingly. Market analysis, it is true, may 
be able to express some elements of economic 
wants in quantitative terms for the enter- 


- Garner and Hansen, Principles of Economics, p. 
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priser’s guidance; but the most important 
quantitative data of business are the cost of 
input and the revenue from output. Of these 
two, cost is the more useful to the enter- 
priser because it is more directly under man- 
agerial control and more expressive of causal 
factors. Because costs are thus closely identi- 
fied with the vital aspect of business opera- 
tions they take on great importance in 
accounting. 

Cost in business is the special province of 
cost accounting, and it is in cost accounting 
that we find the clearest conception of cost 
as representing causal factors. Cost account- 
ants are unwilling to add overhead costs re- 
lated to idle equipment to the products from 
busy equipment. They are opposed to 
spreading total factory overhead over what- 
ever production exists. The reasoning is that 
idle equipment has made no physical con- 
tribution to the appearance of the new prod- 
ucts and that consequently none of the 
costs congealed in the idle equipment can 
properly be attached to the product of other 
equipment. 

This example indicates that a theory of 
causation lies at the basis of cost-accounting 
calculations. This theory is also discernible 
in the opposition in accounting to deferring 
the unabsorbed overhead costs from idle 
equipment into the future where the deferred 
costs could be attached to the product then 
produced by the formerly idle equipment. 
It is reasoned that equipment idleness now 
can no more contribute to the appearance of 
later production than could idle labor today 
create product tomorrow. 

By way of partial summary we may say 
that the chief points of contact between en-¥ 
terprise economics and accounting come at 
three places: (1) wherever accounting theory 
seeks to establish suitable bases for uniting 
cost and revenue as representing input and’ 
output respectively, (2) wherever account- 
ing practice performs the operations neces- 
sary to disclose the causal relationships, and 
(3) wherever auditing makes a critical ex- 
amination of individual applications of ac- 
counting theory and practice. 

The chief problems of accounting can be 
stated with equal conciseness. They are (1) 
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to record details of revenue-income in such 
analytical form that they will be useful in 
distinguishing the results of differing causes, 
(2) to record details of expenditure-outlay 
in such analytical form that they will be of 
service in distinguishing the causes of dif- 
fering results, and (3) to marshal analytical 
details with such skill as to reflect with high 
fidelity the association of known results with 
their causal factors. 

If, as I believe, substantial progress has 
been made in establishing correct calcula- 
tion of profit produced as the central theme 
of accounting as it has always been the 
theme of bookkeeping, then perhaps the 
time has come to consider the possibilities 
of refining the profit concept in order to 
make it still more serviceable. Therefore I 
should like to indicate briefly how a more 
distinct recognition may be given in account- 
ing theory to refinements already begun. 

Accrual accounting is not properly con- 
sidered to mean profit accounting, if profit 
is thought of merely as the difference be- 
tween two specific prices. Accrual account- 
ing is better described as income accounting 
for the reason that accounting is a method 
of computing the net result produced by 
two price-streams rather than a way of com- 
paring pairs of individual prices. One stream 
is the outflow of services given, the other is 
the inflow of services received. 

It is only as a practical expedient for se- 
curing a common denominator that these 
service-streams are expressed in money- 
prices and called “revenue” and “expense” 
respectively. The essential thought is the 
comparison, as it were, of two physical 
streams one tending to raise the level of a 
lake and the other to lower the level. Inso- 
far as accounting operates from the capital 
or balance sheet point of view it looks at the 
lake levels at different dates. But business 
is much more concerned with the income 
point of view which looks at the waxing and 
waning influences themselves. It is a case of 
the dynamic versus the static; accounting 
must be primarily dynamic because busi- 
ness is dynamic. 

Accrual accounting has two important 
parts. One of them directs us in distinguish- 
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ing expense from disbursement, and income 
from receipt; the other directs us in the care- 
ful separation of assets and expenses. Both 
of these elements of accrual accounting are 
parts of the process of allocating cost-outlays 
to time periods where they will meet income- 
revenues similarly allocated to time periods. 

But accruals according to the periods 
wherein benefit is conferred and realization 
takes place, may not be enough to show the 
full facts. The emergence of revenue and the 
incidence of expense are stressed in account- 
ing in order to bring together the elements 
which belong together. But what is the clue 
to “‘belonging’’?™ Is periodic revenue linked 
to periodic cost an association of cause and 
effect that is as close as would be desirable? 

The intent of accrual accounting is to as- 
sociate related costs and revenues; alloca- 
tion to equal fiscal periods is the present ac- 
cepted method. But occasionally the impres- 
sion arises that we use time-periods for this 
association merely because more positive 
means are lacking for linking cost more di- 
rectly with the revenue it helped to produce. 

It therefore seems probable that the prin- 
ciple of distinguishing incomes from receipts 
could be further refined by rules for better 
classifying income by sources, for sources 
provide a clue to causes. One of the prin- 
ciples of accrual theory is that income is con- 
sidered valid only after it has been tested as 


to its reality—the rule of realization. But it 


would be a most acceptable refinement to 
distinguish earned income produced and de- 
rived profit received. 

In order to distinguish these two we may, 
say that a concern earns income to the ex- 
tent that it produces revenue which may 
reasonably be considered to have arisen be- 
cause of the costs currently incurred in the 
performance of the enterprise’s particular 
economic function; and we may say it re- 


11 Alfred Marshall mentions a report on the income 
tax by a committee of the British Association as early 
as 1878 wherein deductions from gross income were re- 
ferred to as “the outgoings that belong to its produce 
tion.” Principles of Economics, 8th ed. p. 72. John B. 
Canning gives point to the problem in this question, 
“How much of any given dollar of outlay is spent to 
obtain any particular dollar of receipt?” Econometrica, 
January, 1933, p. 57. 
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ceives derived profit merely by alienation of 
property, adjustment of debts or capital 
structure, or other activities unrelated to 
the direct performance of the enterprise’s 
particular economic function.” 

Because of the obviously different indica- 
tions that these two kinds of realized gains 
give of managerial skill and activity, they 
should be separately reported in the first 
instance. Probably only one of them should 
be lodged in earned surplus so that the 
balance of that account will reflect only un- 
distributed earned income which was pro- 
duced as the result of outlays made with the 
intent of generating earned income. Earned 
surplus thus treated will not be strictly anal- 
ogous to the older concept of undivided, 
realized-profits; rather in the interest of dis- 
tinguishing earned income and realized 
profits it will be a new extension of the nor- 
mal accounting impulse to break down 
every complex into its constituent elements. 

It is also probable, that the principles 
which distinguish asset and expense can be 
further refined by suitable rules for drawing 
a more careful distinction between expense 
and loss, and between different kinds of 
losses. 

It is no doubt an acceptable qumaliiatiinall 
to say that cost allocation is the fundamental 
process of accounting. And it is clearly 
recognized that original outlay-costs may 
be deferred (as assets), amortized (as ex- 
penses) or abandoned (as losses). It is thev 
duty of accounting theory in this connection 
to lay down the rules and reasons for making 


2 This theory of the distinction between income and 
profit is close to that found in the legal and accounting 
views of estate accounting, wherein the life tenant is 
entitled to the net income earned by the trust assets, 
that is, gross income less “all expenses properly in- 
curred in earning or collecting the income or preserving 
the trust fund in order that it may earn income’ 
(Langer and Greeley, “Estate Accounting” in Account- 
ing Principles and Procedure) and the remainder man 
is entitled to capital gains, these being increments to 
corpus rather than income. In contrast to this theory, 
which carries over the essential distinction between 
corpus and income into a similar and wholly consistent 
distinction between earned income and increment to 
corpus, it is to be noted that general accounting, income 
tax practice, and dividend law are only partially con- 
sistent, for therein a parallel distinction between capital 
and income is not accompanied by a clear distinction 
between income produced (earnings) and realized incre- 
ments (capital gains). 
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these distinctions. In the present treatment~ 
of original costs the clue to the status of a 
given item is its relation to a time-period. 
It would be better if the clue were the rela- 
tion of a particular cost-cause to its corre- 
sponding revenue-source. Thus original out- 
lay-costs should become deferred costs only 
when they may reasonably be considered as 
causally related to future revenue-sources; 
they should become amortized costs only 
when they may reasonably be considered as 
causally related to current revenue-sources; 
and they should become abandoned costs 
only when they may reasonably be consid- 
ered as unlikely ever to be causally related 
to the production of any revenue. If reason- 
able causal connections are established be- 
tween revenue-sources and cost-causes, the 
allocation of costs and revenues to equal 
time-periods becomes incidental rather than 
the controlling feature of the calculation of 
net income. 

But it is an open question whether even 
this basis for associating revenue and its 
cost would alone serve to carry the refine- 
ment of accrual theory far enough to 
distinguish also between different kinds of 


‘losses. Therefore certain other sharp dis- 


tinctions must be added. 

An abandoned item of equipment repre- 
sents one type of loss; another and quite 
distinct type of loss is a deficiency of current 
revenue to cover the cost which must be 
currently amortized against that revenue. 
The latter loss is definitely related to the 
performance of the enterprise’s particular 
economic function and is significant of the 
unacceptability in the market of the eco- 
nomic service offered or of a failure to keep 
the supply-cost below the demand-price 
which the market affords. On the other hand, 
costs abandoned or disposed of other than 
in a way to affect the appearance of earned 
income currently or later, are significant of a 
managerial change of capital policy—a 
decision not to try to enter the market with 
an output derived from that particular 
outlay.4 


18 Physical depreciation, the consumption of equip- 
ment used to facilitate production, creates an expense 
expressive of an active cause; completed obsolescence, 
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If these distinctions are made, we would 
then have something that could be called 
“earned net loss” (to parallel “earned net 
income”), and something that could be 
called “derived loss” (to parallel “derived 
profit’’). A deficiency of revenue, or an 
earned loss, should logically be entered in 
earned surplus; an abandoned cost, or 
derived loss, could probably be best recorded 
in an account reflecting reserved surplus. 

In this paper I have tried to make tw 
main points: first, that businessmen and ac- 
countants should not be charged with having 
a vague concept of profit, or net income, 


the retirement of useful but unused service capacity, 
creates a loss expressive of factors not causally related 
to actual production. See also the clear distinction be- 
tween “expense” and “loss” very forcefully made by 
Donald Horne in ““The Annual Allowance for Deprecia- 
tion,” Management Review, May, 1936, p. 139. 
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either because various details of the calcula- 
tions are still debated or because some of 
their theory must be inferred out of business 
methods and accounting practice; second, 
that the businessman’s concept of net income 
grows out of his productive activity and his 
inability to defer decisions until ultimate 
liquidation or final consumption place their 
seal of reality on the values concerned. 

I hope that economists will see that, 
through a long evolution in the field, a thor- 
oughly dependable accounting technic of 
calculating interim income has been devel- 
oped upon the foundation of a real concept of 
net income. And I hope that accountants 
will see that their acceptance of interim in- 
come as a primary consideration in their 
work also involves their acceptance of 
economic ideas as being more basic to ac- 
counting concepts than are legal ideas. 


THE CONCEPTS OF CAPITAL AND INCOME 
IN THE REGULATION OF PUBLIC 


UTILITIES 


JOHN BAUER 


HE FUNDAMENTAL distinction in the 
concepts of capital and income as em- 
ployed by economists and accountants 
with regard to ordinary business and as ap- 
plied to public-utility regulation, appears in 
the character of the two kinds of undertak- 
ings. The first is concerned with private 
interests, and the second with public as well 
as private interests. In the one, there is the 
underlying consideration and measurement 
of private industrial values and income; in 
the other, there is basically the determina- 
tion and administration of public rights in 
properties dedicated to special public use. 
The significance of concepts depends, 
naturally, upon what is basically involved. 
The terms “capital” and “income,” unfor- 
tunately, have been used loosely not only in 
ordinary discussion but also by economists 
and accountants. They have been applied to 
various categories, and especially have not 


been limited with respect to underlying 
ideas of public policy and objectives. 

While I should like uniformity of usage, I 
doubt whether specific limitations can be 
practically attained. Furthermore, I doubt 
whether among economists and accountants 
there is often real misunderstanding and 
confusion because of variation in exact mean- 
ing. Certainly there is no basic difference 
between the terms as used by different pro- 
fessional groups, except as the particular 
ideas may appear in the special discussion. 
Context usually supplies the precise ideas, 
unless the writer or speaker is confused 
in his own mind.* 


1 Personally I doubt the worthwhileness of trying to 
establish such restricted use of “capital” as Professor 
Fetter would like. I see no particular confusion in 
applying the term to physical goods or their value, and 
still more restrictively I see no advantage in applying 
the term only to income values owned by natural per- 
sons (as distinguished from corporation). From the 
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At any rate, as I see the situation, both 
economists and accountants should be 
basically concerned with policies, and the 
consequent organization and administration 
provisions, rather than with mere abstract 
consideration of concepts. Historically, the 
terms capital and income, however specifi- 
cally used, have been established in connec- 
tion with privately organized enterprise. 
Originally this was almost altogether in- 
dividual, owned and conducted directly by 
natural persons, or by partnerships of 
natural persons. The reality was the human 
unit. 

During the past fifty years, the corpora- 
tion has come to be the dominant, if not the 
most numerous, form of private business. 
Naturally, the terms of capital and income, 
and the accounting categories, have been 
adapted to private corporate as well as to 
private individual business organization. 

I can see no vital reason for material shift- 
ing of terms, or for specific limitation, be- 
cause of the different forms of private or- 
ganization. The concepts have been de- 
veloped and are generally used as private 
business categories. They are associated with 
private economy, and so represent “capital- 
ism” which generally prevails as the domi- 
nant system in our national economic organ- 
ization. 

Along with the system of private business 
or capitalism, there has been also parallel 
advance of publicly or governmentally or- 
ganized economic activity. To this type of 
organization, the prevalent concepts do not 
apply; the realities are different as to under- 
lying policy. Insofar as economic organiza- 


accounting standpoint, the term is widely used to 
designate property costs on the asset side of the balance 
sheet, but also investment on the liability side, without 
basic confusion of precise significance. I doubt whether 
it can be put in “tights,” or that there would be much 
advantage if it could be. 
“ In public utility accounting classification, the term 
fixed capital” is widely applied to plant and equipment 
accounts, and is intended to signify the original con- 
struction and installation costs of the different kinds of 
plant and equipment used in the public service at the 
time of the accounting statement. Here is precision as 
to which there can be no misunderstanding; the real 
trouble is that seldom are the costs stated with reason- 


= accuracy, and often the amounts are anything but 
costs. 
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tion departs from the private pattern, the 
concepts and terms must be adapted and 
used accordingly, in relation to underlying 
policy. Fundamentally, I submit, it is con- 
sideration of economic objectives and con- 
sequent organization and administration 
which is the primary function of economists 
and accountants. The application of terms ~ 
is secondary. 

Apart from the marked advance of public- 
ly organized economic activity, there has 
also been progressive demarcation of private 
organization with respect to public interest. 
The fact is that today there is practically no 
private enterprise which has not been sub- 
jected to some degree of public interest. 
The old pattern of laissez faire enterprise no 
longer applies to any industry. While or- 
ganization is still dominantly private, and 
while concepts and terms generally apply to 
that situation, the forces of public interest 
are imposing important modification upon 
practically all classes of business. They are 
present-day realities with which economists 
and accountants must be concerned. There 
must be open-minded analysis of desirable 
objectives as to type of organization and 
effective administration in the public inter- 
est. 

Basic concepts must be associated with 
underlying policy. Abstractly, apart from 
policy, they have no valuable economic and 
accounting significance. Where business is 
really private, the concepts and terms in- 
volve private categories. To the extent that 
policy is shifted to direct public interest, 
there must be adjustment of concepts in rela- 
tion to public objectives. The important 
matter is that objective be clear and desir- 
able, and that organization and administra- 
tion be appropriately established. Unfor- 
tunately, policy is often not clear as to objec- 
tive, and administrative provisions are not 
appropriately designed to carry out public 
purposes. Here is the primary and vital 
field for economists and accountants in this 
era of institutional transition and recon- 
struction. 

II 


In the realm of private business organiza- 
tion, a special demarcation has been firmly 
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established as a matter of economic policy 
with respect to the so-called public utilities 
which are subject to special governmental 
control. In the present paper, I shall be con- 
cerned particularly with the difference in 
capital and income concepts between ordi- 
nary private business and public utilities. 
While these industries, as generally organ- 
ized and managed in the United States, are 
private in legal, financial and managerial 
structure, they are nevertheless recognized 
as specially vested with public interest and 
are so distinguished in public policy and the 
law of the land. Consequently the capital 
and income concepts must be adapted to 
the fundamental characteristics of the par- 
ticular enterprises, from the standpoint of 
public objectives. 

While the line of demarcation is not al- 
ways exact, and while the scope of public 
interest is elastic, the distinction of a public 
utility lies mostly in the right to fix the 
price for the product or service and in the 
obligation to furnish service. In private 
business the management is free to produce 
and sell as it pleases and, particularly, to 
exact such prices as it can. It makes its 
capital investments, lays out its operating 
costs, seeks its own markets, fixes its own 
prices, and makes the returns that it is 
able to realize under prevailing business 
conditions. It is essentially free to carry on 
its technical and financial activities without 
public restraints or requirements as to prices, 
scope of operation, or obligation to serve. 

While public utilities have, in general, the 
same legal and managerial structures as 
private business, they are subject to public 
interest and thus incur financial restraints 
and service obligations. They cannot fix 
their own prices and obtain unlimited re- 
turns; they are limited to “reasonable” 
rates or charges for service. The “reason- 
able” applies especially to the public, which 
may not be overcharged, but it pertains also 
to the utilities themselves, which are entitled 
to “fair returns” on their properties devoted 
to public use. 

A private business can pick and choose its 
customers as well as charge generally what it 
pleases, or is able to exact, for the purpose of 


obtaining maximum returns or income. A 
utility must serve everybody according to 
individual needs, subject to publicly fixed 
standards, and its charges must be accord- 
ing to rate schedules established by public 
authority as a legislative matter. The sched- 
ule must be reasonable to the customers, 
and it must furnish a fair return to the 
utility, provided that rates can be fixed 
high enough to produce the “fair return” 
as determined under the legal standards of 
regulation. 

The public interest with which a utility 
is vested is recognized in the fundamental 
law of the land. This was first recognized 
specifically by the Supreme Court of the 
United States in 1876, in the famous case of 
Munn v. Illinois. Its character and scope 
have since been discussed extensively in the 
legal and economic literature, as well as in 
court opinions. It is predicated upon the 
intrinsic differences in relationship to the 
public between ordinary business and public 
utilities. The latter usually have special 
franchises and privileges, but what is basi- 
cally more important, they furnish essential 
community service and occupy monopoly 
position in their operations. 

The technological and legal status of a 
utility affects more directly and vitally the 
public welfare, and is more capable of public 
abuse than that of ordinary business. Be- 
cause of these underlying characteristics, 
utilities have been subject to governmental 
regulation, especially with respect to charges 
to the public, which must be fair, and with 
respect to service obligations, which must 
include equally everybody within recognized 
service areas. 

The capital and income concepts in public- 
utility regulation represent the underlying 
facts as to public interest, just as the econo- 
mists’ concepts reflect the basic facts of pri- 
vate business. The utility concepts must con- 
form especially to standards of rate policy 
which are consistent with the public interest 
recognized in law and public purposes. They 
depend particularly upon the character and 
scope of capital and income upon which 
fair rates are predicated. 

Reasonable rates are such as will furnish 
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a utility sufficient revenues to cover proper 
and necessary operating costs and to bring 
a “fair return” upon the “fair value” of the 
properties used in public service. Besides the 
determination of operating costs, the process 
of fixing reasonable rates involves, first, the 
determination of “fair value” and, second, 
the fair “‘rate”’ of return. The one is the legal 
capital standard or rate base; the other is 
the rate of allowable income for rate making. 
The arithmetical product of the two estab- 
lishes the allowable income above operating 
costs to which the utility is legally entitled. 
To this amount must be added the total 
operating costs as properly determined. The 
sum of the fair return and operating costs 
constitutes the total revenues which must be 
provided through rates charged to the pub- 
lic, provided that the rate schedule can be 
practically fixed so as to produce the results. 

The capital concept in utility regulation 
thus consists of the “fair value” of the prop- 
erties used in service, and the income con- 
sists of the fair “rate of return” applied to 
the “fair value.” These basic categories are 
distinct rate factors and must be determined 
by public authority before reasonable rates 
can be fixed. The ultimate factor is allowable 
income whose amount depends upon the 
fair value and rate of return. Here, then, is 
the fundamental difference between capital 
and income in public-utility regulation and 
in private business. For the latter there is 
no public control of charges for service, and 
there is no legal restriction upon the amount 
of income that may be realized. Under these 
circumstances the capital value consists of 
the capitalization of expected income at the 
established rate of interest applicable to the 
particular enterprise. The amount depends 
upon earning power; the latter depends upon 
the rates or prices charged, together with 
volume of sales and total cost of furnishing 
the product. 

For public-utility regulation, the capital 
sum and rate of return must first be deter- 
mined as basic steps in fixing the allowable 
income. They necessarily precede the estab- 
lishment of charges for service. The allow- 
able income is a precedent quantity in the 
determination of reasonable rates. While in 


private business the capital sum depends 
basically upon the prices charged for service, 
in public-utility regulation rates are based 
upon the prior determination of the capital 
sum. In private business capital is the re- 
sultant of uncontrolled charges to the public, 
but in public-utility regulation it is the 
underlying basis of charges to be fixed for 
the public. 

The general economic concepts of capital 
and income apply entirely to private indus- 
try under prices not brought under compre- 
hensive public control. In public utility regu- 
lation the concepts shift from private to 
public policy standards. Fair value and fair 
rate of return are fundamentally categories of 
public policy, rather than of private enterprise. 
While they constitute simultaneously meas- 
urements of private interest in the utilities, 
they are fundamentally factors through 
which the public interest is quantitatively 
established for the attainment of public pur- 
poses. They are part of the mechanics to 
protect and promote public welfare in indus- 
tries of profound importance to particular 
communities, states or the country at large. 
Because of their functional significance, they 
represent primarily concepts of public policy, 
and not of private enterprise. 


Though not thus expressed directly, the 
public-policy concept was implicit in the 
original legal differentiation in Munn v. 
Illinois, and has been involved throughout 
since both in legislation and in court opin- 
ions and decisions. It was paramount in the 
first comprehensive valuation pronounce- 
ment by the Supreme Court in Smyth v. 
Ames in 1898, and has stood forth in all 
subsequent valuation discussions by the 
Supreme Court. The special public interest 
in utilities is represented by the capital and 
income concepts applied in the legal stand- 
ards of rate control. They are fundamental 
policy concepts established in th> law of the 
land. 

While the basic distinction between ordi- 
nary business and utilities is clear, and while 
the consequent differences in capital and in- 
come concepts are inevitably established and 
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embodied as fundamental part of public 
policy and legal standards, unfortunately 
they have not always been clearly perceived 
by the courts in dealing specifically with 
individual public utility rate cases. The 
courts have, of course, recognized throughout 
that rates must be fair and that they must 
be restricted within the scope of public in- 
terest, but the consequences as to basic con- 
cepts have been largely obscured for lack of 
clear realization of economic differences be- 
tween unregulated and regulated enterprise. 
Public rate regulation has not proved to 
be particularly satisfactory, largely because 
of unclear policy and inadequate administra- 
tive provisions to carry out policy. The 
underlying trouble has been lack of carefully 
planned legislation providing for systematic 
control in the public interest. First, the 
statutes have been vague as to basic public 
and private rights, at least partly because 
of legislative fear of judicial restriction upon 
police power. Second, because of the pri- 
mary vagueness as to rights, practically no 
statutory provisions have been made for the 
basis of rate-making and for systematic ad- 
ministration of rate control. The statutes 
have merely placed upon the special utility 
commissions the duty to fix reasonable rates, 
without exact definition of “reasonable” and 
without definite standards of determination. 
Under these circumstances, rates fixed by 
commissions as reasonable, or rates estab- 
lished by direct legislative action, have been 
without clear formulation of policy, without 
establishment of relative public and private 
rights, and without administrative measure- 
ments. Naturally, rates imposed through 
such nebulous policy and procedure would 
be opposed and would be brought before 
the courts for judicial determination. And, 
naturally, the courts were thus indirectly 
compelled to pass upon matters of public 
policy, which is a legislative prerogative and 
responsibility. Again, naturally, the courts 
have avoided direct policy fixing, and so in 
their judicial pronouncements have been as 
vague on fundamentals as the underlying 
policy established by legislative action. 
Floundering in fog of policy and yet con- 
fronted inevitably with determination of 


private rights brought within the restriction 
of public interest, what could the courts 
practically do, especially when the judges 
were not particularly experienced with such 
economic and legal entanglements? They hit 
upon the most “reasonable” expedient of 
“fairness” by pronouncing the “fair value” 
rule whose indefiniteness has served largely 
to defeat the public purposes of regulation. 
Moreover, by trying to avoid outright policy 
determination, they have placed restraints 
upon the establishment of clear policy 
through legislative action. 

While fair value as a capital sum has been 
uniformly accepted by the courts as the rate 
base for the determination of return to which 
a utility is entitled, the distinction between 
such amount and capital value in private 
business has seldom been clearly perceived. 
The courts have generally looked upon the 
physical properties used in public services 
and have assumed that they have intrinsic 
value resident within themselves, without 
regard to the restrictions of regulation and 
the differentiation from private enterprise. 
While, of course, the courts have not sane- 
tioned directly the capitalization of earnings, 
they have not established clear distinction 
in the bases of values in the two kinds of 
enterprises. They have not realized sharply 
that in private business values consist in- 
trinsically of capitalized earning power, but 
that for public utilities valuation furnishes 
an objective standard or measure of allow- 
able earning power and must, therefore, be 
completely separated from rates and earn- 
ings subject to capitalization. 

Largely because of the failure to distin- 
guish definitely between private and public 
policy concepts, the courts have made basic 
pronouncements which have obscured and 
confused what is fundamentally involved. 
For lack of adequate conception the Supreme 
Court has practically established “‘reproduc- 
tion cost” of properties as the primary base 
of fair value. To a large extent the valuation 
discussions since Smyth v. Ames in 1898 hav 
centered upon whether actual installation 
cost or theoretical reproduction cost shoul 
furnish the starting point in reaching fai 
value. While the Supreme Court has neve 
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ruled specifically upon the factors to be in- 
cluded or excluded, or upon the proportions 
of the various elements, it has nevertheless 
practically sanctioned reproduction cost as 
representing the primary content of value in 
the properties, subject to deduction for de- 
preciation. 

The practical adoption of reproduction 
cost is presumably predicated upon the as- 
sumption that utility properties, as other 
properties, contain intrinsic value equal to 
the level of construction costs at the time of 
the valuation. This assumption is conceived 
particularly as applicable to private indus- 
trial plant, and the courts have not realized 
the mistaken conception. There is no inher- 
ent value in any property whether private 
or public. The value of private properties 
depends upon prospective earning power 
capitalized, not upon computed reproduction 
cost as of any time. The value of public util- 
ity property depends upon standards of 
public interest and of fair dealing with pri- 
vate investors. 

If the courts had realized throughout the 
difference in basic concepts, particularly if 
the public utility concepts of capital and in- 
come had been properly understood as in- 
volving public policy, they would probably 
not have imposed the reproduction cost 
standard as restriction upon valuation, and 
would not have practically strangled sys- 
tematic rate control. Nor would they have 
given expression to ideas which directly or 
indirectly have led to various elaborations 
of capitalizing fancied earning power into 
the rate base. 

An important instance of direct or in- 
direct capitalization of fancied earning power 
appears in the claims made by utilities for 
so-called “‘going-concern”’ values. Practically 
from the beginning of active regulation, the 
Supreme Court held that a utility property 
must be valued as a going concern, without 
making clear the idea of what is involved. 
Also from the beginning, it precluded the 
inclusion of “goodwill” in the determination 
of fair value. Goodwill was recognized out- 
right as capitalized earning power, but, pre- 
sumably, going-concern value was to be pred- 
icated upon factors other than conceived 
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earning power. The difference, however, was 
not definitely and clearly set forth. In one 
form or another the utilities have striven to 
include earning power in special going-con- 
cern values, and have mostly succeeded until 
recent years when clearer and more exact 
restrictions upon going concern have been 
fixed by the Supreme Court. 

If utility concepts were definitely predi- 
cated upon public policy, as basically and 
intrinsically they must be, the existing con- 
fusion in the determination of fair value 
could be readily resolved. There would be 
outright recognition that no inherent values 
reside in the properties and that no conceived 
earning power can be directly or indirectly 
capitalized. The standards of valuation 
would be objective and exterior to assumed 
value inherent in the properties or to con- 
ceived earning power claimed apart from the 
return allowed in accordance with the rate 
base as established.? 


IV 


While, of course, a utility should be 
treated fairly and there should be no confis- 
cation of private interests, the standards of 
valuation and allowable income should be 
based definitely upon public policy and 
public purposes. There should be proper con- 
sideration not to destroy legitimate private 
rights and to deal fairly with the utilities, 
but there should be the positive factor to 


2 In emphasizing the importance of specific limita- 
tion of the capital concept, Professor Fetter believes 
that the grand confusion on “fair value’”’ would have 
been avoided if ‘‘capital” had been taken as the basis of 
rate control; this would have been a category of invest- 
ment represented on the liability side of the balance 
sheet, and so would have avoided the physical property 
or assets and would have kept entirely away from 
valuation of plant and equipment. While, of course, 
such original selection of rate base would have placed 
emphasis upon prudent investment, still the adoption 
of “fair value” came out of the vague status of policy as 
to public objective and its attainment. If underlying 
policy had been clear and definite, the objective could 
have been attained with equal effectiveness by ap- 
proach from either side of the balance sheet. I see 
nothing fundamental whether the rate base is specifi- 
cally maintained through the codrdination of so-called 
property accounts or through so-called investment ac- 
counts on the opposite side of the balance sheet. The 
trouble was basically unclear policy and inadequate 
provisions of administration. Here, I believe, is the 
primary field of active and vital work for economists 
and accountants. 
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establish valuation standards and rate pro- 
cedure in accordance with public objectives, 
especially so that public purposes can be 
systematically administered and carried to 
effective realization. 

Conceived directly as a matter of public 
policy, in distinction from private-business 
concepts, standards of fair value for rate 
making would be subject to positive legisla- 
tion, and would not be left to judicial deter- 
mination as individual cases appear before 
the courts. Here has been a vital point of 
difficulty. While rate control constitutes 
basically a legislative process in the public 
interest, the fundamental bases for carrying 
out public purposes have been left entirely 
to judicial pronouncements as individual 
litigation has reached the courts. The latter 
however, are concerned primarily with the 
relative rights of litigants in specific cases, 
and not with public policy in rate making. 
Public policy has been largely perverted 
through judicial action, due primarily to the 
fact that the policy had been inadequately 
formulated. 

If rate making constitutes an act of public 
policy and is to be determined through legis- 
lation in the public interest, the entire proc- 
ess should be subject basically to legisla- 
tive determination. This should include not 
only rates as fixed, but also the standards 
and processes through which proper rates 
are found. Unfortunately legislative action 
as public policy has been practically re- 
stricted to the ultimate result of fixing rates, 
and has not extended to the underlying de- 
termination of valuation and other matters 
involved in the proper establishment of 
rates. These fundamental considerations 
have been left to the courts and have been 
determined in the light of individual cases 
of litigation. While they involved implicitly 
public policy, they have not been regarded 
by the courts from the comprehensive stand- 
point of public policy in relation to the 
utilities and the public purposes to be 
achieved. 

That legislative power extends equally to 
valuation, allowable return, and all processes 
of rate-making, as well as to the rates them- 
selves, should be clear if the underlying con- 
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cepts of capital and income are recognized 
as reflecting public policy. This is, of course, 
a legislative matter and is subject only to 
limitations to prevent confiscation. Even the 
concept of confiscation is not precise and is 
subject to modification in the light of public 
interest. The standards of valuation and 
other processes of rate making should be a 
part of comprehensive control legislation, 
subject only to the broad judicial restraint 
with respect to confiscation. 

Unfortunately, through the practical 
course of circumstances the courts have at- 
tained control of policy with respect to 
valuation and other rate procedure, and 
have largely smothered regulation. At the 
same time, they cannot themsélves establish 
outright standards of valuation for public 
purposes, since they deal with decisions in 
litigation and not with establishment of 
public purposes. 

We are thus caught in a legislative-judicial 
impasse. There is the legislative power to fix 
rates and to establish policy with respect to 
utility control in the public interest. But the 
effectiveness of regulation as provided by 
legislation is limited and largely destroyed 
by the standards of valuation laid down by 
the courts in the process of litigation involv- 
ing private versus public interest. This un- 
fortunate deadlock practically precludes 
effective procedure in the regulation of pub- 
lic utilities. 

Proposals have been made to cut through 
this impasse between legislative and judicial 
power, by establishing valuation standards 
and rate procedure comprehensively through 
legislative enactment. They have involved 
in one form or another the establishment of 
a definite and fixed rate base which is capable 
of effective administration through system- 
atic accounting and engineering processes. 


3 Public-utility accounting procedure as established 
widely by the commissions has advanced much further 
in line with effective policy than has underlying policy 
itself. Uniform classifications have been extensively 
adopted which provide systematically for balance sheet 
accounts and for income accounts. The balance sheet 
accounts provide for functional property classification 
on the asset side, and for liabilities and equities on the 
other. They provide for recording of cost of plant and 
equipment in use, and of investment and equity on the 
basis of cost. 
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While the idea and need of a fixed rate base 
has been widely recognized among students 
of regulation, there is a preponderant belief 
among lawyers that no such legislative ac- 
tion would be possible under the constitu- 
tion. There is, however, high contrary legal 
opinion that it would be permitted if it pro- 
vided reasonably for the protection of pri- 
vate interests and did not result in confisca- 
tion; but even this would have to be con- 
sidered in the light of justified public policy. 

Among impartial students of public- 
utility regulation there is a clear realization 
that rate control has been far from effective 
and that it has been largely defeated through 
the uncertainties, difficulties and costliness 
of rate cases. The trouble has been basically 
in determining the fair value in individual 
instances. This has depended upon uncertain 
factors and upon expert opinion. In every 
case there is sharp conflict between public 
and private interest, and each side strives to 
present the best case to support its position. 
The result is default in regulation. 

There are many difficulties in the existing 
system of rate control which I shall not 
attempt to recount at this time. I shall con- 
tent myself in stating that the total results 
of regulation have been extremely meager 
from the public standpoint. What is needed 
is fundamental reconstitution of the system 
of regulation, especially the formulation of 
valuation and other standards in accordance 
with public purposes. 

As to what, specifically, should be done or 
how definitely the concepts of capital and in- 
come should be established and applied, 


_If the facts were accurately recorded in accordance 
with the balance sheet accounts as prescribed, and if 
they were taken directly in the mechanics of rate- 
making, the procedure would be definite and effective. 
Unfortunately, however, the accounting records can 
seldom be accepted as reasonably representing cost and 
investment, and the deeply fixed rule of “fair value” 
precludes the use of correct records as the direct basis 
of rate administration. What is necessary, first, is to 
clarify policy, and then accounting is ready to provide 
the facts in proper classification for public purposes. 


there is not time to go into detail. What I 
have sought to do is merely to present the 
concepts from the standpoint of public policy 
as distinguished from that of private busi- 
ness interests. The entire rate base and re- 
turn set-up should show definitely what in- 
vestors are entitled to receive and should 
make readily attainable sufficient capital 
funds for property additions and extensions 
as needed for public service. For effective ad- 
ministration of the public interest, there is 
particular necessity that the private interests 
are exactly expressed and maintained 
through systematic accounting procedure. 
Such demarcation of private interest. would 
furnish simultaneously the measurement of 
public interest in the fixing of rates. 

If the difference between public policy and 
private business concepts were carried into 
legislation and were positively and compre- 
hensively provided for, public-utility regula- 
tion could be made reasonably effective and 
the present form of private organization 
could be retained without insuperable diffi- 
culties. Without such reconstitution of basic 
concepts and policy, present discontent with 
private ownership and operation will cer- 
tainly continue and mount, and will stimu- 
late fundamental shifts in the types of 
public-utility organization, ownership and 
management. 

At best, public regulation of privately 
organized business is a difficult undertaking 
and involves dubious results from the public 
standpoint. Where, however, inherent con- 
flict of interest between public and private 
interests is lodged in the fundamental struc- 
ture of control, effective regulation becomes 
all but impossible. This has been the glaring 
experience of the past thirty years in public- 
utility regulation. The trouble has been in 
trying to adapt private business concepts to 
public policy. The remedy is to formulate 
policy concepts which are predicated upon 
clear public purposes and provide system- 
atically for attainment of public objectives. 
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THE NEED FOR ACCOUNTING PRINCIPLES 


CaRMAN G. BLouGH 


that I read the ““Tentative Statement of 

Accounting Principles.’”’ The material it 
contains is a real contribution to the ac- 
counting profession. As was to be expected, 
there has been criticism of some of the pro- 
posed principles. The provision that “‘the in- 
come statement for any given period should 
reflect all revenues properly given account- 
ing recognition and all costs written off dur- 
ing the period regardless of whether or not 
they are the results of operations in that 
period” goes one step further than is gen- 
erally practiced. The treatment of the un- 
amortized portion of discount on bonds as 
a reduction of the face value of the indebted- 
ness is another deviation from general prac- 
tice which is hard for some to accept. 

It is not my purpose, however, to enter 
into any extensive discussion with respect to 
the “Tentative Statement.” In general, I 
subscribe to it. Its importance to me is in 
the fact that it is an expression of opinion on 
significant accounting principles from a body 
of men whose word may be taken authori- 
tatively by practicing accountants seeking 
guidance in the many problems that face 
them. 

College professors have been accused of 
being theoretical at the expense of prac- 
ticality. Such accusations will undoubtedly 
be made by practicing accountants who 
differ with the “Tentative Statement” and 
who may differ with expressions that I hope 
will be forthcoming from this organization 
from time to time. Because of this, it is im- 
portant that the Association judiciously 
consider its pronouncements and consult 
widely with practical accountants before 
recommending principles for adoption by 
the profession. I believe such a procedure 
was followed in preparing the “Tentative 
Statement” published in the June issue of 
the Accountine ReEvIEw. 

In the Securities and Exchange Com- 
mission, we feel a great need for a more gen- 
erally recognized body of accounting prin- 
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ciples. In the course of our day to day work, 
it is necessary for us to decide whether ae- 
counting procedures followed by registrants 
are in accordance with principles that are 
accepted. It is almost unbelievable how 
many times questions are presented upon 
which it is impossible to find uniformity of 
opinion among text-book writers or among 
practicing accountants. 

A great many questions presented to us 
must be settled immediately. In many in- 
stances, we hesitate to take a positive stand 
in favor of what we believe to be the best 
practice because there is no time for ex- 
tensive research and consultation with lead- 
ers in the field and we find that reputable 
and highly-thought-of practitioners have 
followed contrary procedures. In a good 
many instances where we believed the meth- 
ods of accounting to be improper, we have 
accepted complete revelation of significant 
matters instead of insisting upon a revision 
of accounting statements as we would have 
if there had been a violation of an unques- 
tionably accepted accounting principle. For 
example, we would not hesitate to require a 
company to amend its statement if it had 
included Government Bonds under the head- 
ing of “cash,”’ notwithstanding the fact that 
one accountant argued vociferously that 
such a procedure was proper. On the other 
hand, if the question involved the treatment 
of treasury stock, we might have the opinion 
that such stock was improperly shown as an 
asset on the balance sheet; yet the fact that 
there is substantial precedent for including 
it as such rather than as a deduction from 
capital and surplus might be sufficient reason 
for us to accept a balance sheet in which 
treasury stock was so shown, provided it 
was set out separately and the number of 
shares so held together with their cost and 
possibly their par or stated value were 
clearly indicated. The pronouncement d 
this Association on the treatment of treasury 
stock should give an impetus toward uni- 
form treatment of this item. Similarly, pro 
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nouncements with respect to other items 
should be of material assistance. 

The wide distribution of corporate securi- 
ties, the inability of the vast majority of in- 
vestors to judge the value of their invest- 
ments by any close-range view and their de- 
pendence upon information contained in 
published financial statements, has placed a 
responsibility upon the accountants to which 
many of them have not yet become ad- 
justed. The Securities Act and the Exchange 
Act, because of the liabilities imposed 
thereby, have brought this fact home more 
forcibly than ever before, although the re- 
sponsibility of the profession has existed 
ever since businesses have offered their se- 
curities to the public. 

The membership of this Association is 
comprised of individuals who, while having 
had some practical experience which gives 
them a basis for sound judgments, have de- 
voted the greater part of their professional 
life to the educational field in which they 
have become accustomed to view problems 
from their social aspects rather than from 
their effects, in dollars and cents, upon 
clients or themselves. Accordingly, we look 
to this Association to lead the way in ex- 
pressing sound principles of accounting that 
will recognize the interests of all parties for 
whom financial statements are prepared, yet 
will be tempered by reasonableness and prac- 
ticality essential to the adoption of such 
principles in public practice. 

In the course of our work, we have oc- 
casion to see a wide variety of procedures 
followed in the treatment of almost every 
conceivable kind of an accounting problem. 
As a university student, I had a rather firm 
belief that principles of accounting were for 
the most part pretty well established. Our 
textbooks often expressed the views of the 
author without a great deal of discussion of 
conflicting opinions. Possibly this is neces- 
sary in a college textbook where it is the 
desire to teach the best methods and where 
the presentation of a variety of conflicting 
methods might well lead to confusion or 
even to the inculcation of improper methods. 
Some of us, as teachers, may have been in- 
clined to be somewhat dogmatic with regard 
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to what we considered proper accounting 
procedures. 

The term “generally accepted accounting 
principles” has been widely used in account- 
ing literature, particularly by the American 
Institute of Accountants and the Securities 
and Exchange Commission; yet I do not 
know of any satisfactory definition of the 
term. A principle in some fields of knowledge 
is a fundamental concept universally ac- 
cepted by persons in the particular field; in 
others, it may be considered as a rule of ac- 
tion. When we modify principle by the 
words “generally accepted,” there is an in- 
ference that there may be principles not 
generally accepted. This seems to place ac- 
counting in a class where principles are not 
immutable laws but rules of action. Accord- 
ingly, it would seem that the proper inter- 
pretation to give to the term “generally 
accepted principle” in the field of accounting 
is that it is a procedure for handling the re- 
cording and interpretation of a particular 
type of business transaction so extensively 
followed that it may be considered to be 
generally accepted. If this is a proper inter- 
pretation of the term, I am very much afraid 
it is difficult to name very many principles 
that are generally accepted. 

Almost daily, principles that for years I 
had thought were definitely accepted among 
the members of the profession are violated 
in a registration statement prepared by some 
accountant in whom I have high confidence. 
Indeed, an examination of hundreds of state- 
ments filed with our Commission almost 
leads one to the conclusion that aside from 
the simple rules of double entry bookkeep- 
ing, there are very few principles of account- 
ing upon which the accountants of this 
country are in agreement. 

In this connection, the question may well 
be asked, “‘Are the terms ‘generally accepted 
accounting principles’ and ‘sound accounting 
principles’ synonymous?”’ Reluctant though 
I am to express such an idea, I have been 
forced to the conclusion that procedures so 
generally followed among accountants as to 
constitute substantial precedent are not al- 
ways fundamentally sound. In such cases, 
I think the fault is in their historical develop- 
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ment. Many accountants would probably 
question the soundness of certain principles 
that they follow from day to day if they 
stopped to consider them but, in many cases, 
they follow the precedent of other account- 
ants or the opinions of recognized authorities 
in whom they have confidence without 
reasoning the problem through to their own 
satisfaction. 

You all know how precedents of this kind 
may become established. An accountant has 
a peculiar situation that he thinks may best 
be treated by some digression from what he 
himself considers to be the best practice 
under normal circumstances. Again a very 
positive and valued client has taken a posi- 
tion contrary to the accountant’s best judg- 
ment but in the particular case, the ac- 
countant, because he thinks the principle at 
stake is not sufficiently important to cause 
him to withdraw, accedes to the wishes of his 
client. After a few cases of this kind by 
reputable firms, some accountant, hurried 
in a job, accepts such precedent without 
giving careful thought to the problem. Sub- 
sequently, some textbook writer relates the 
practice as an example of a procedure fol- 
lowed in some instances and this is, in turn, 
cited by others in support of the practice. 
Thus a large body of precedent is established 
for a procedure that was first reluctantly 
undertaken as an exception. 

The extent to which a particular practice 
is “generally accepted” is hard to measure. 
It is virtually impossible to take the various 
practices with respect to the same kind of 
transaction and weigh them against each 
other to determine which is the most gen- 
erally accepted. Those who depend upon 
precedent are usually content with finding 
a number of cases to support their position 
without substantial effort to ascertain the 
extent to which other practices are followed. 

In explaining the foregoing, a few specific 
cases may be helpful. 

One of the first problems that occurs to 
me, possibly because as I write this I have 
been interrupted to consider the matter, re- 
lates to the treatment on a balance sheet of 
assets for which a 100% reserve has been 
provided. The particular case is one in which 
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patents that expired four years ago, and 
which had been fully amortized during their 
life by the creation of a reserve, were still 
carried in the balance sheet along with un- 
expired patents. The total cost of these 
patents was shown short on the asset side 
from which was deducted the full amount 
of the depreciation reserve, the net book 
value of the patents being carried out in the 
asset column. Is this in accordance with 
sound accounting principles? My own opin- 
ion is that it is not and I also question 
whether it is in accordance with generally 
accepted accounting principles. The same 
question might be asked in connection with 
a statement in which depreciable property 
is carried at cost with a full deduction for 
the reserve. The argument has been ad- 
vanced, with good reason, that if the prop- 
erty is still used and useful in the business, 
it is not improperly shown in that manner 
but if it has been abandoned or scrapped, it 
is entirely improper for it to be included. 
Following that reasoning, it was argued, in 
the patent case just mentioned, that the 
company is still making profits through the 
use of improvements to the expired basic 
patents so that their cost might still be 
shown on the balance sheet even though 
fully amortized. 

While we are on the subject of patents, 
I should like to raise a question with respect 
to the principle that should be followed in 
connection with the writing off of the excess 
purchase price of an investment in a sub- 
sidiary which was paid because the sub- 
sidiary owned valuable unexpired patents 
carried on its books at a nominal amount at 
the date of the acquisition of its stock by 
the parent company. Textbook writers and 
general accounting literature appear to re- 
gard the investment of a parent in its sub- 
sidiary as a cost figure that should not be 
amortized. Is there any generally accepted 
principle of accounting that would require 
the excess investment attributable to pat- 
ents to be amortized over the life of the 
patents? Whether there is or not, my own 
opinion is that sound accounting principles 
would so dictate and I have taken that posi- 
tion in connection with a registration state- 
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ment although the accountant in this case, 
a reputable one, was of the opposite opinion. 

This same problem arises in any case in 
which the excess price paid by a parent for 
a subsidiary’s stock is due to the fact that 
depreciable or wasting assets are carried on 
the books of the subsidiary at less than the 
value attributed to them by the parent com- 
pany in the acquisition of the stock. In such 
a case, it would seem to me that the parent’s 
investment in the subsidiary should be 
written off as the property values are de- 
preciated or depleted in order that the 
parent should not reach a point where it 
would hold investments in the subsidiary 
at large values represented only by depre- 
ciated or depleted properties. 

When we open up the question of con- 
solidation, we find a great many problems 
for which it is difficult to point out generally 
accepted procedures. Various questions arise 
in determining whether a subsidiary should 
be included or excluded from a consolidated 
statement. In view of existing unstable inter- 
national monetary exchange, is it desirable 
to consolidate foreign subsidiaries? If they 
are included, the reader of the statement 
has no way of appraising the results of a 
fluctuation or an anticipated fluctuation in 
exchange rates between the date the state- 
ment is drawn and the date it is read, which, 
since they are no longer limited to the gold 
points, may be very significant 

If the fluctuation in exchange rates does 
not prevent consolidation of a foreign sub- 
sidiary, should it be consolidated if it is 
located in a country that places restrictions 
upon the export of funds? Would it not be 
seriously misleading, at the present time, 
for example, to consolidate a major sub- 
sidiary located in Germany? How much of 
the net income of that subsidiary can be 
considered income accruing to the benefit 
of the American company’s security holders? 

Should a subsidiary in reorganization un- 
der Section 77B of the Bankruptcy Act be 
consolidated? If it is in bankruptcy, there 
would seem to be little doubt but that it 
should be excluded although this is by no 
means universally done. In case the sub- 
sidiary is not in bankruptcy, however, there 
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is considerable difference of opinion as to 
whether it should be included or excluded. 
When there are to be material changes in 
equities, or control may be lost, it would 
seem desirable to exclude them. 

To what extent should companies of a 
nature widely differing from the parent be 
included in consolidation? Should a public 
utility include in its consolidation the affairs 
of a manufacturing company, or a steel com- 
pany the affairs of a lumber company, or an 
automobile manufacturing company the 
affairs of a taxicab company simply because 
of a controlling interest? If so, to what ex- 
tent does a statement with such varied in- 
clusions lend itself to analysis? Can one 
judge properly the affairs of the steel busi- 
ness when the figures include unrevealed 
amounts that must be judged in the light of 
the lumber business? Of course, the assets, 
liabilities, income and expenses of the im- 
portant subsidiaries must be considered in 
connection with those of the parent company 
in order that the value of the parent’s se- 
curities may be determined. However, these 
may be obtained from separate statements. 

With respect to subsidiaries not included 
in consolidation, writers seem to be quite 
uniform in expressing the opinion that the 
equity of the parent company in the un- 
distributed gains or losses of unconsolidated 
subsidiaries, as well as the parent’s equity in 
their surplus or deficit accumulated since 
they were acquired, should be clearly dis- 
closed; but generally accepted practice, if it 
is to be judged by the number of statements 
drawn in which this is not done, seems to 
deviate somewhat from the expressed prin- 
ciple. 

In this connection, what is the accepted 
principle to be followed by a parent in ac- 
counting for profits and losses of its sub- 
sidiaries? Practice seems to be pretty well 
divided between taking up the profits and 
losses of subsidiaries by adjustments to the 
investment account and taking up only the 
dividends declared by the subsidiaries. Of 
those who advocate taking up only the 
dividends, some provide for losses of the sub- 
sidiaries while others do not. If the profits 
and losses of subsidiaries are to be taken up, 
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is it proper to follow the same procedure 
when the company whose stock is owned is 
not controlled? We have had at least one 
instance in which a well-known accounting 
firm approved the procedure of a registrant 
in taking up its share of the earnings of a 
company in which it owned exactly 50% of 
the stock although it disclaimed any control. 

There is a great deal of accounting prece- 
dent for a parent to take up on its own books 
profits on sales to its subsidiaries at the time 
of the sale even though the goods sold re- 
main in the subsidiaries’ inventories or fixed 
capital accounts at the end of the accounting 
period. The discussions relating to the re- 
quirement that intercompany profits should 
be excluded seem to be devoted entirely to 
the problem as it relates to consolidated 
statements. Suppose a parent sells at a 
profit a considerable part of its output to its 
subsidiaries which use the goods so pur- 
chased as fixed assets in their own businesses. 
We had such a case recently. Under these 
circumstances, it would seem that either the 
profit on the sales to subsidiaries should not 
appear on the parent’s statement or con- 
solidated statements should be presented in 
which case intercompany profits would be 
eliminated. 

A principle of consolidation I had thought 
to be well established is the one governing 
the elimination of a parent’s investment in 
a subsidiary against the capital stock and 
surplus of the subsidiary. I had always be- 
lieved, and still do, that the proper basis for 
elimination is the value shown by the sub- 
sidiary’s books at the date of acquisition. 
Of course, if the parent company has fol- 
lowed the practice of taking up the profits 
and losses of its subsidiaries, the basis of 
elimination is somewhat different but the 
excess to be accounted for should still be the 
same as it was at the date of acquisition. It 
is, therefore, quite disturbing to me to see 
the number of accountants who have elim- 
inated the par value of the subsidiaries’ 
securities without regard to their book value 
at the date of acquisition. 

Another practice in connection with con- 
solidated statements that I had always 
thought to be universal is that of showing 


the assets and liabilities on the consolidated 
balance sheet at the aggregate amounts of 
the assets and liabilities of the consolidated 
companies after elimination of all inter- 
company accounts. Yet one of the largest 
accounting firms in the country certified to a 
statement not long ago in which the minority 
interest in the assets and liabilities of the 
subsidiaries was eliminated so that no minor- 
ity equity appeared in, and the minority’s 
share of the assets and liabilities was ex- 
cluded from, the consolidated balance 
sheet. 

Some very troublesome problems arise in 
connection with the separation of paid-in 
surplus, other capital surplus and earned 
surplus. Leading pronouncements in the 
field of accounting have taken the general 
position that capital surplus should not be 
used to relieve the income account of the 
current or future years of charges that would 
otherwise be made against income. Yet, it 
has been quite amazing to see the number of 
occasions that accountants have found for 
writing off against capital surplus items that, 
according to my standards, can properly be 
handled only through the income account 
or directly against earned surplus. 

The position has generally been taken that 
where earned surplus deficits have been 
wiped out by transfers of capital surplus, the | 
earned surplus should be so designated as to 
show the date of the beginning of the exist- 
ing earned surplus. Also, when the write-offs 
are made pursuant to a reorganization, there 
appears to be no serious objection to their 
being charged against capital surplus even 
though the result is to relieve future income 
accounts of proper charges. In such cases, 
however, it is generally considered that the 
earned surplus should be exhausted before 
any charges are carried to capital surplus 
and subsequently earned surplus should be 
dated. The difficult part of this question is 
to determine when there really has been a 
reorganization. It would not seem necessary 
to go through bankruptcy proceedings under 
the Bankruptcy Act to be reorganized, al- 
though some writers advocate statutes re- 
quiring court approval of ail reorganizations. 
If there has been a general scaling down of 
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assets and a readjustment of capital stock 
through action of the stockholders with the 
avowed purpose of reorganizing the com- 
pany’s capital structure, it may be proper 
to consider that a reorganization has taken 
place. On the other hand, an action of the 
board of directors in writing off capital as- 
sets with a view to reducing future deprecia- 
tion charges should certainly not, in my 
opinion, be considered a reorganization. 
Some companies have scaled down their 
assets due to the general change in the price 
level and have taken the adjustment through 
capital surplus. They support this action by 
the claim that the loss was a capital one— 
therefore properly taken against capital sur- 
plus. Accountants have differed very ma- 
terially on points of this kind. 

The desirability of using surplus arising 
through appreciation to write off operating 
deficits, though there seem to be many who 
support that practice, appears to me to be 
very questionable and the use of surplus 
created by the appreciation of one class of 
assets to revalue other assets downward is 
to me untenable. Yet one of our largest and 
best-known accounting firms specifically 
stated in a statement filed with our Com- 
mission that this was in accordance with 
accepted accounting practice. 

Under what circumstances, if any, is it 
proper to write down assets when the effect 
of the write-down will be to reduce charges 
to income in future years? We have some 
fairly extensive pronouncements, as I have 
previously mentioned, against the practice 
of using capital surplus to relieve future 
earnings, but what about using earned sur- 
plus to do so? Suppose a company writes off 
a substantial amount of the cost of its prop- 
erty, or the cost of patents, or bond discount 
and expense against earned surplus created 
through income of previous periods. Is it 
acceptable accounting practice? It results in 
a conservative statement of the assets but 
it also results in a reduction of expenses and 
the commensurate increase in net income for 
future periods. Here again, there seems to 
be no consistent practice among accountants 
which could be pointed to as generally ac- 
cepted. Many, while expressing the belief 


that it might have been preferable to amor- 
tize the assets, seem to find nothing to 
criticize and, in fact, some very vigorously 
uphold the practice of writing them off. 

Another subject in which lack of uni- 
formity of accounting practices continually 
raises difficult questions is the proper bal- 
ance sheet presentation of capital stock. 
How, for example, should reacquired stock 
be treated? Should it be shown as an asset, 
should it be deducted from the capital stock 
or surplus accounts or should it be deducted 
from the combined capital stock and sur- 
plus? Recent literature on the subject, in- 
cluding the “Tentative Statement” of this 
Association, expresses the thought that the 
cost of reacquired shares of stock, which are 
reissuable, should be regarded as an un- 
allocated deduction in surplus rather than 
as an asset. Yet we find a very large number 
of companies, whose statements are certified 
to by well-known accountants, that include 
reacquired stock among the assets. Our rules 
require registrants to state their reasons for 
so doing when they follow this method of 
presentation. The reasons given are many 
and vary all the way from “general cor- 
porate purposes” to “required for fulfillment 
of stock-purchase contracts.” 

Another troublesome problem is involved 
in the treatment of preferred stock having 
liquidating value very much above its stated 
or par value. For example, we had a case 
not long ago involving a company having 
preferred stock with a par value of $1.00 per 
share and a liquidating value of $50.00 per 
share. The stock had been sold for $50.00 
per share. At the time of the sale, $1.00 was 
carried to capital stock and $49.00 to capital 
surplus. Capital surplus had been legally 
created and was available for dividends, but 
on the preferred stock only. What, if any, 
is the acceptable manner of showing these 
facts on the balance sheet? Various methods 
have been followed in registration state- 
ments filed with the Commission. 

Another subject which might be com- 
mented upon is that of instalment sales. 
Accounting literature has, I think, been 
considerably affected by the necessity of de- 
vising accounts to meet the requirements of 
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the Internal Revenue Acts. Long treatises 
may be found on the deferring of profits on 
instalment sales, etc., but it is questionable 
whether these apply to the presentation of 
financial data for other than tax purposes. 
Very few companies filing registration state- 
ments make any attempt to defer income or 
to segregate instalment sales or the profit 
on instalment sales from their other busi- 
ness. What should be considered good ac- 
counting practice in this respect? 

What generally accepted principle gov- 
erns the treatment of unexpired bond dis- 
count and expense on a refunded issue and 
the premium on the call of such refunded 
bonds? These items are handled in a variety 
of ways; some charge them directly to sur- 
plus; others amortize them over the unex- 
pired life of the old bonds while still others 
amortize them over the life of the new bonds. 
While writing them off immediately to sur- 
plus is undoubtedly the most conservative 
procedure, there seems to be justification for 
writing such amounts off over the unexpired 
life of the old bonds provided this does not 
make the annual charge for interest, dis- 
count and expense greater than it was on 
the old bonds. If by following such a pro- 
cedure, the charge becomes greater than it 
would have been under the old bond issue 
had the bonds not been refunded, I think 
an amount should be written off directly to 
surplus sufficient to cut down the annual 
charge at least to a figure no greater than 
it would have been under the old bonds. It 
does not seem proper to defer any of the ex- 
pense attributable to the old bonds to a 
period beyond their unexpired life, not- 
withstanding the fact that this appears to 
be a common practice, because it is im- 
possible to determine that such periods gain 
any advantage out of the refinancing. 
Whether they do or not will depend entirely 
upon the general market conditions and the 
interest rates at the date the old bonds would 
have expired. 

In this connection, it might be appropriate 
to mention the procedure to be followed in 
handling duplicate interest charges in a re- 
funding operation. For example, suppose it 
is proposed to refund one or more outstand- 
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ing issues with one new issue. It may be 
possible that it will be necessary to issue the 
new bonds quite some time before the 
earliest call date on one or more of the issues 
being retired. In some cases this duplicate 
interest has been charged to income immedi- 
ately; in others it has been included with 
bond discount and expense for subsequent 
amortization. In the latter case some have 
deferred the interest on the new bonds, 
charging the interest on the old bonds to 
expense, while others have deferred the in- 
terest on the old bonds and charged the in- 
terest on the new bonds to expense. Where 
there is a material difference in such interest 
rates, the variation may be significant. 

Another question of considerable impor- 
tance is the proper treatment of profits and 
losses on the sale of portfolio securities by an 
investment trust. Some of the companies 
who carried these profits through the profit 
and loss account during the prosperous days 
ending with 1929 subsequently decided that 
profits or losses from such transactions did 
not belong in the current earnings statement 
and, accordingly, about the time of the fall 
of the market, they began to pass these 
items, principally losses, through the sur- 
plus account. Some companies consider 
profits on the sale of portfolio securities to 
be in the nature of capital and reserve them 
for the exclusive purpose of taking care of 
losses on similar transactions. Some have 
been consistent in always carrying such 
items through the profit and loss statement 
and others have been consistent in always 
carrying them through surplus. Reputable 
accountants have supported all three of 
these methods. There seems to be no gen- 
erally accepted practice in this respect. 

The examples cited are only a few of the 
many that confront us in registration state- 
ments filed with the Commission. 

Mention might be made of the varieties of 
ways followed in the treatment of (1) Income 
tax provisions for periods of less than a tax 
able year; (2) Surtaxes on undistributed 
profits; (3) Processing taxes; (4) Unassumed 
mortgages on property purchased subject to 
the mortgage; (5) Dividends on treasury 
stock; (6) Depreciation or retirement pre 
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vision; (7) Long term debt falling due within 
one year; and a host of others. 

In each of the examples mentioned, some 
accountant has supported each conflicting 
viewpoint and has averred in his certificate 
that the statements reflected the application 
of accepted accounting principles. 

This paper has been mainly devoted to 
the recital of the variations in accounting 
practices followed by members of the pro- 
fession because I saw no better way in which 
to bring home to you the extensiveness of 
the need for greater uniformity as we see it 
in our day to day work. What the future 
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policy of the Commission will have to be, 
I am not prepared to say but we are reluc- 
tant to undertake the prescription of prin- 
ciples to be followed except as a last resort. 
It is hoped the profession will itself develop 
greater consistency in the many places where 
uniformity appears essential to avoid con- 
fusion in the presentation of financial data. 
I feel this Association can do much to im- 
prove the general tone of accounting and 
you may be assured the Commission stands 
ready in whatever way it can to assist the 
profession in accomplishing this purpose. 


THE INTEREST OF THE INVESTOR IN 
ACCOUNTING PRINCIPLES 


Paut L. Morrison 


marily for managements, for investors, 

and for governmental bodies. Prac- 
tically all business today is so complex that 
managements learn from financial state- 
ments many of the facts about their busi- 
nesses. The accounting and statistical de- 
partments attempt to convey to the execu- 
tives through financial statements and 
statistical tabulations, complete and com- 
prehensive facts on which judgments are to 
be made. If the form and content are not 
satisfactory, the managements can order a 
solution to the difficulty. Since this informa- 
tion is available only to managements, how- 
ever, we can dismiss from our consideration 
internal financial and statistical statements. 
Investors have to rely on such reports as 
are issued by managements for most of the 
historical, financial and statistical informa- 


Pinssiyc statements are prepared pri- 


tion available to them. Governmental bodies 


representing the “public’”’ must rely on these 
same statements or on specially prepared 
statements and questionnaires required to 
be filed with them. Since reports filed with 
regulatory bodies generally are required by 
laws or rules which provide penalties for 
actual as well as technical violation, it is 


natural that lawyers, accountants, and other 
technical experts should have a major part 
in their preparation. The natural tendency 
is for such reports to become, more and more, 
literal answers to stereotyped questions. 
Recognizing this to be the case, the regula- 
tory bodies tend to prepare their forms and 
ask their questions in such fashion as to de- 
mand technically accurate answers. The net - 
effect is that form rather than substance or 
purpose for which the information is to be 
used, tends to become the governing force. 

Accounting principles and the form of 
financial statements have been developed 
chiefly by accounting practitioners with 
modification and refinement by accounting 
instructors. Public accountants are in- 
fluenced to some extent by the managements 


_ of businesses which employ them. Resulting 


financial statements, then, are compromises 
to a greater or less degree. In order to pro- 
tect themselves, accountants tend to prepare 
their statements so that they are literally ” 
correct in accordance with the wording used 
and the qualifications made in the certifi- 
cates. Both governmental influence and 
management pressure lead the accountant 
in the direction of technical and literal ac- 
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curacy for his own protection and for. the 
protection of his client. 

But the accountant alone is not respon- 
sible for this state of affairs. As a professional 
investment analyst, I must take part of the 
blame for this condition, not only for myself 
but for all other interpreters of financial 
statements for not supporting those ac- 
countants who approach the problem in a 
truly professional attitude. But analysts 
have neither professional organizations nor 
scientific journals in which to crystallize 
their attitudes. The alternative appears to 
be that some of us who are accountants a/ 
well as analysts must be willing to lay before 
you our concept of the problem and enlist 
your aid. 

Accountants should be familiar with the 
current ideas in investment management and 
analysis as developed in the best academic 
courses or as practiced by “intelligent” in- 
vestors, whether individuals or organiza- 
tions. We must rely on the informed intelli- 
gent investors to keep market values reason- 
ably in line with realities, otherwise there is 
no rhyme or reason to market quotations. 

It is pertinent to say in passing that sub- 
stantial investors and managers of sub- 
stantial investment funds feel compelled to 
get the correct and complete story about the 
more important companies. Whether or not 
that information is contained in statements 
certified by accountants and in material re- 
leased by the management in its reports, 
there are ways and means by which this in- 
formation can be had and a limited number 
of investors and investment advisers will 
obtain it. They do not accept accounting 
statements without some independent inter- 
pretation and I do not expect them to do 
so until accounting changes from a business 
to a profession, or until the accountant 
recognizes more fully than he does today, 
that his function is to present facts for use 
rather than for form. 

What does the investor need to know 
about a given company? Do current finan- 
cial statements supply the information he 
needs? Are governmental agencies, such as 
the Securities and Exchange Commission 
helping the investor? These questions re- 


The Accounting Review 


quire answers before we can commend or 
criticize accounting principles. 

A substantial part of corporate capital is 
supplied by investing stockholders and bond- 
holders. Such investors exercise practically 
no control over the affairs of the companies 
involved. If results are not satisfactory to 
them their alternative is to sell. If the results 
appear to be attractive their alternative is 
to buy more. Their function is almost ex- 
clusively that of buy, hold or sell. In con- 
trast with this, controlling stockholders dom- 
inate the management and are in position to 
influence management policies in order to 
protect or improve their commitments. Con- 
trolling stockholders can and generally do 
have complete information about the com- 
pany in which they are interested. Investing 
stockholders are at the mercy of the manage- 
ment with reference to the information they 
receive. They need as a minimum, sufficient 
information so that they can make intelli- 
gent decisions to buy, hold or sell. In other 
words, controlling stockholders are in posi- 
tion to combine their human ability with 
their capital, whereas the investing stock- 
holders have the legal right to vote on a few 
corporate problems, but the practical sig- 
nificance of the voting power of any individ- 
ual investing stockholder is nil. Such voting 
as is done, moreover, should be made in- 
telligent by more complete information. 

Listing of securities on national exchanges 
and the widespread sale of corporate securi- 
ties by investment bankers have created a 
large class of investing securityholders. The 
fact that a corporation has investing security- 
holders creates broad social problems of 
policy which both managements and ac- 
countants must face and accept. The alterna- 
tive probably is legislation which reduces 
accounting to a clerical function. If investors 
had demanded and if accountants had sup- 
plied complete as well as accurate financial 
statements during the 20’s, that part of re- 
cent Federal Securities and Exchange legis- 
lation designed to produce completeness and 
accuracy of financial information probably 
would not have been necessary. 

The problem of the investor is to appraise 
the value of specific securities. To do so he 
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divides his problem into two parts, operat- 
ing and financial. Ordinarily, analysis of 
operations is more important than analysis 
of the financial situation. Exceptions to this 
principle arise in cases of burdensome debts 
or maturities, deficiency in production facili- 
ties, or deficiency of working capital. When 
any of these conditions prevail the financial 
problems loom large. Conversely, excess 
working capital or salable assets may pro- 
duce greater value for the security. How- 
ever, the successful investor is primarily a 
student of operating results, which should 
be revealed in the income statement. 


Balance sheets and surplus reconciliations | 
help the analyst with his second problem, | 


namely, the financial. However, if account- 
ants had devoted as much time and thought 
to the income statement as they have to the 
balance sheet, the path of the investor would 
be easier. 

An additional financial statement is sorely 
needed but practically never made available 
to the investor. Accounting principles em- 
ploy the accrual method and should continue 
to do so. In the final analysis, however, the 
investor is concerned with the ability of the 
business enterprise to pay debts, interest, 
and dividends. Some type of cash statement 
would materially improve the investor’s 
knowledge. Many analysts prepare crude 
statements of application of funds from 
available data in the absence of a cash state- 
ment. They should have available such 
statements prepared by the accountants. 
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tomary procedure of a management in pre- 
paring its budget for the next succeeding 
year and years is to start with sales. The 
analyst forecasts future sales by examining 
what sales have been under various business 
and competitive conditions in the past. He 
then translates his opinion about the con- 
ditions which he expects to find in the future 
in general business, which he expects to find 
in the particular industry, and which he ex- 
pects to find in the particular company, to 
arrive at an opinion about the trend and 
amount of sales for the company under re- 
view. Naturally he must be a student of 
business and business conditions. If he isn’t 
he cannot be considered an intelligent in- 
vestor. As an intelligent investor he must 
have, as a minimum, the historical record 
of sales from which to start his appraisal of 
the value of his investment. 

We submit that the purpose of a financial 
statement is to tell not only an accurate 


statement, but also a reasonably complete “ 


story. An income statement which does not 
reveal sales or revenue is, in my opinion, 
incomplete, and may lead to inaccurate 
interpretation. An income statement which 
begins with some sort of net figure is, from 
the standpoint of effectiveness, comparable 
to a balance sheet which offsets liabilities 
against assets and shows only the net result. 
Such balance-sheet construction violates 
“good accounting principles.” Why not 
apply the same test to the income statement? 
Most of the discussion about accounting 


As we have stated, the intelligent investor/ principles deals with acts of commission. 


is interested fundamentally in the earning 
power of the company in which he is an 
investor or in which he is a prospective in- 
§ vestor. This involves forecasting or budget- 
ing because earning power involves the fu- 
ture. Unless the intelligent investor has 
quite complete and accurate information 
about the manner in which earnings were 
created in the past, his forecast will be a 
very poor guess. On the other hand, if he 
has a good historical record, he has a good 
starting point from which to forecast the 
future. 

The starting point in budget-making or in 
forecasting earning power is sales. The cus- 


Equally important are acts of omission. The 
most flagrant case of omission of informa- 
tion vital to an investor is the omission of 
sales or revenue because analysis of earning 
power begins with the revenue-producing 
ability of the company. 

The most frequent objection made against 
revelation of sales is that competitors and 
customers will learn the amount of sales and 
the profit margin. We recognize it is possible 
that a change from non-revelation of sales 
and profit margins to complete disclosure 
may produce some competitive complica- 
tions in certain isolated cases. However, we 
have not yet seen enough evidence in any 
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case to substantiate this fear. On the other 
hand, if the economic foundation of a par- 
ticular business is so frail that it cannot 
withstand the modest publicity called for by 
revelation of sales, there is grave doubt as 
to the justification for public financing. The 
basic facts about most important companies 
are obtained at great cost by most intelligent 
investors. Why should not all investors have 
access to the same information? It is time 
we become realistic in our approach to these 
problems. 

The real issue is one of prerogative of man- 
agement rather than damage to the com- 
pany. On demand of commercial bankers 
accountants recognized long ago that a weak 
financial position must be revealed on a 
balance sheet even to the detriment of the 
company. Why not adopt the same attitude 
toward the income statement? The answer 
is to be found in the fact that some manage- 
ments still regard income statements as their 
personal property. The Securities and Ex- 
change Commission is to be commended for 
requiring publicity of sales and cost of sales 
as vital information. Pressure of other work, 
however, has caused the Commission to 
grant too many instances of confidential 
treatment of this information. We hope, for 
the sake of accounting principles, that the 
courts support the Commission in this sec- 
tion of accounting principles where account- 
ants and investors have failed to get results. 

Earning power results from selling com- 
modities or services for an amount greater 
than the cost of producing and distributing 
those commodities or services. Cost of goods 
sold, therefore, is also a minimum require- 
ment in forecasting earning power. If he has 
the historical record of sales and the costs of 
goods sold and the resulting profit margins, 
an intelligent investor can arrive at a rough 
estimate of future costs in relation to future 
sales. We have already defined an intelligent 
investor as one who is a student of business. 

For the same reasons, selling and adminis- 
trative expenses are also important. Sales, 
cost of sales and selling and administrative 
expenses appear to be information which 
certain controlling stockholders and manage- 
ments prefer not to disclose to investing 
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stockholders. An intelligent investor must 
have this information if his judgment of 
value is to be intelligently applied. 

By way of illustration, historical records 
of sales, together with other information 
which is at the disposal of an intelligent 
investor, should enable the investor to see 
the degree of fluctuation which has occurred 
in sales in different phases of the business 
cycle. He could ascertain whether or not 
sales volume tends to fluctuate more or less 
than the fluctuation in general business. He 
already knows that businesses supplying 
necessary commodities and services directly 
to the consumer tend to fluctuate less in the 
business cycle than an average industry. An 
investigation of the historical record of a 
company which supplies necessary com- 
modities and services will show whether or 
not that company has followed the pattern 
just outlined. Likewise he knows that the 
sales of heavy equipment tend to fluctuate 
more violently than the business cycle itself. 
If the company under review is of that type, 
the investor would be quite concerned to 
find that the historical record of sales was 
different from the pattern which he had 
anticipated. Such observations would call 
for further study on his part or a transference 
of interest to other companies where more 
information is available. 

An intelligent investor must ascertain 
from sources other than the financial state- 
ments the competitive forces and_ the 
changes in the prices of products sold if he 
is to interpret the real significance of his- 
torical sales. Some managements help still 
further by revealing the major components 
of sales by division or type. 

The same general procedure that has been 
suggested for reviewing sales is repeated by 
the intelligent investor in connection with 
cost of goods sold and selling and adminis 
trative expenses. The intelligent investor 
knows the trends of wage rates and costs df 
materials used by leading companies in im 
portant industries. Historical reviews wi 
show him whether or not the published 
record produces the results he anticipated. 
If so, he can proceed to make forecasts d 
probable future trends and amounts of sales 
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and costs with a reasonably high degree of 
accuracy. Consequently the net remaining 
after deducting all expenses from sales, 
which is the measure of earning power, takes 
on real significance. Forecasts of this net can 
be made with a reasonable degree of ac- 
curacy where sales and costs have been fore- 
cast intelligently. On the other hand, if only 
the resulting net is available for past years 
a high degree of error is injected into any 
estimate. By way of illustration, a declining 
net may result from declining sales and by 
less rapidly declining costs. The intelligent 
investor is interested to know whether or not 
the declining trend of net will probably per- 
sist or whether it may be arrested and re- 
versed. To continue our illustration, sales 
may have reversed their downward trend 
and may have turned upward but tem- 
porarily costs have increased more rapidly 
so that the net continues downward. A care- 
ful review of sales and cost trends would 
indicate that a reversal will occur in net soon 
and the trend will be upward. If only net is 
available the investor will not know of the 
trend until it has become an historical fact. 
He may sell the security with resulting loss 
but might not have done so if essential in- 
formation had been made available to him. 

Where a resulting net is relatively large 
in relation to the sales which produced it, 
we speak of it as a high profit margin. A high 
profit margin is not necessarily a sign of 
weakness nor of strength. The character of 
the industry and the state of efficiency of 
the particular company may produce wide 
variations in the margin. 

A company may be particularly efficient 
in production, in purchasing, in distribution, 
in location, in the cost of its capital, in its 
personnel, in patents, in trade marks, or in 
some combination of these, or of other im- 
portant factors. It may thereby produce 
more than a normal profit margin on sales 
and also on capital. If these advantages can 
not be duplicated by competitors, the wide 
profit margin illustrates strength rather than 
weakness. On the other hand, if the wide 
profit margin is temporary or is the result 
of secret processes or methods or conditions 
which may easily be lost, the investing stock- 
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holder may be lulled into false security if 
he is not aware of that fact. A wide profit 
margin is a challenge to any intelligent in- 
vestor to decide whether or not the margin 
is a result of special efficiency or is a tem- 
porary situation. A narrow profit margin 
likewise may be evidence of strength or 
weakness. If the narrow margin results from 
selling a large volume of goods at prices close 
to cost such efficiency may be a virtual 
monopoly as against others who might try 
to enter the field, or the same narrow profit 
margin may be the result of destructive com- 
petitive conditions which do not appear to 
have a good opportunity to be corrected. 
The narrow profit margin invites the intelli- 
gent investor to see whether it is an element 
of strength or weakness. A more normal 
margin, particularly one which is normal for 
the industry, calls for “less challenge than 
more extreme cases. Unless the investor has 
sufficient information to know the size of 
the profit margin of the company under re- 
view, he lacks fundamental facts which he 
needs. 

There is a recognized principle among 
institutional investors, professional invest- 
ment advisers that they will not invest in 
companies which do not provide adequate 
information. Among other things, sales and 
cost of sales are considered to be necessary. 
If this information is not available from 
public or private sources the general prin- 
ciple is that these well-informed investors 
will direct their attention toward other com- 
panies which do provide adequate informa- 
tion. There are two principal reasons why 
this is so, where adequate information is not 
available. In the first place, a forecast of 
earning power may be so inaccurate that 
subsequent events may prove that the de- 
cision to buy, hold or sell was erroneous. 
Developments may occur which might 
have been foreseen if adequate information 
had been available but which may appear 
later as a distinct shock to the investor. In 
the second place, complete and accurate in- 
formation at frequent intervals reduces the 
probability that the price of the security 
may be manipulated on the strength of sud- 
den and spectacular information. 
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The intelligent investor is interested not 
only in the amount of earnings to be ex- 
pected but the relative degree of stability 
which is to be expected in those earnings. 
He will tend to pay more for relatively stable 
earnings than for widely fluctuating earn- 
ings, other things being equal. The extent 
of fluctuation in sales and costs are im- 
portant factors in appraising the degree of 
fluctuations in earning power. 

After determining earning power of the 
business the intelligent investor attempts to 
ascertain whether or not the company has 
sufficient working capital and sufficient 
physical plant and facilities to obtain the 
earning power which appears to be available 
to it. He is likewise concerned with debts 
and the maturities of those debts in order to 
test solvency and to ascertain whether or 
not earnings can be paid out in dividends. 
Most of this information is generally avail- 
able in typical balance sheets as absolute 
amounts. 

The principal criticism which the analyst 
has to make of balance sheets is one of omis- 
sion. He wants to know the methods em- 
ployed in valuation of assets and liabilities. 
Too frequently he is left to guess. 

Knowledge of sales provides a valuable 
tool to test the quality of many of the asset 
items. By way of illustration, a comparison 
of accounts receivable with sales will tend 
to give an idea as to the credit and collection 
policies of the company. This is particularly 
valuable when such comparisons are made 
over a period of years and at different 
periods in the business cycle. Naturally, this 
comparison cannot be made blindly but 
must be made intelligently in light of the 
credit terms which prevail customarily in 
the industry and also knowledge is needed 
of the proportionate part of the sales which 
were for cash and which were on credit. 
Nevertheless this comparison is a valuable 
measure of the quality of the receivables. 

A similar comparison of the inventories 
with sales gives a rough measure of the 
efficiency in handling materials. It also pro- 
vides a challenge as to the method used in 
the valuation of inventories. A similar com- 
parison between working capital and sales 
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gives a rough measure of the adequacy or 
inadequacy of the amount of working capital. 

The relationship between fixed assets and 
sales provides information with respect to 
the efficiency of the plant or the reasonable- 
ness of the valuation employed. All of these 
tests are merely additional bits of evidence 
to an intelligent investor in formulating his 
conclusion about the earning power of the 
business and its ability to pay dividends, 
No one ratio or group of ratios gives the 
final answer but they all tend to provide 
additional material and facts on which 
sounder opinions can be formed. Unless sales 
are provided these qualitative tests cannot 
be made. 

Upon completion of all the steps outlined 
previously, the decision to buy, hold or sell 
is still a relative one. It is a question of the 
relative attractiveness of this security 
against other securities in companies in this 
industry, against other securities in other 
industries, and against the desirability of 
holding cash. Also, all other uses for capital 
are alternatives. But more specifically in the 
securities field, if adequate and complete in- 
formation is not available on all registered 
securities, the investor cannot make sound 
relative decisions. He may sell unwisely, a 
security on which complete information is 
not available. It may be relatively attractive 
but he does not know that to be the case. 

To summarize, financial statements are 
important tools of the intelligent investor. 
Broken tools, even in the hands of an artisan, 
will produce a poor product. Good tools can 
be provided to the investor, if managements 
and accountants so choose. The investor 
wishes that more attention be given to sub- 
stance rather than form in financial state- 
ments and in reports to governmental agen- 
cies such as the Securities and Exchange 
Commission. Accountants should recognize 
that investors are the principal group inter- 
ested in published financial statements, and 
that more attention should be given to com- 
pleteness rather than technical accuracy, 
particularly in the income statement. May 
we not ask, what is the justification for the 
accountant and his certificate if the product 
is an incomplete set of financial statements? 
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THE BEGINNINGS OF BUSINESS BUDGETING 


Epwin L. Tuetss 


and permanent place in the field of 

business administration, Anyone, 
therefore, who undertakes the study of mod- 
ern budgetary technique and principles will 
do well first to observe the major stages of 
development through which budgeting has 
passed in its evolution. A brief account of 
its origin and growth will provide a desirable 
perspective and introduction to the study 
of modern budgetary principles and pro- 
cedures. 

Although budgeting, in the modern sense, 
was a postwar development in business man- 
agement and had extensive application first 
in the United States, we must go elsewhere 
to find the beginnings of budgetary pro- 
cedure. It was first used in England during 
the eighteenth century, not in business, how- 
ever, but in government. 


Bee now occupies a prominent 


EARLY DEVELOPMENT OF BUDGETARY 
PROCEDURE IN ENGLAND 

The budget was originally used in England 
as a means of controlling governmental ex- 
penditures. As early as 1760, the Chancellor 
of the Exchequer presented the national 
budget to Parliament at the beginning of 
each fiscal year. This budget was the 
chancellor’s report on national finances. It 
included : 


1. An accounting report of governmental 

expenditures of the past fiscal year. 

2. An estimate of the expenditures for the 

coming year, in the form of an account- 
ing statement. 

. A recommendation as to methods of 
levying taxes that would be needed to 
provide funds for the estimated ex- 
penditures. 

After the chancellor had presented his 
budget speech, Parliament considered his 
list of estimated expenditures and after dis- 
cussion and debate acted upon the proposal. 
Tax levies were then enacted and the budg- 
eted appropriations served as fixed limita- 
tions for the succeeding year. 


Two-fold Purpose of the English Budget: 
Why did England adopt budgetary proce- 
dure in the management of its national 
finances? There may have been several 
reasons, but at least two of these are readily 
discernible. Apparently budgetary procedure 
was adopted: 


1. To check the king’s power to levy 
burdensome taxes upon his subjects. 

2. To control more effectively the spend- 
ing of money by public officials. 


The English Budget—A Tax-control Meas- 
ure: During the eighteenth century taxes had 
become burdensome. The king had had up 
to this time unlimited power to tax his sub- 
jects. The representatives of the people in 
Parliament observed with concern the in- 
justice and hardships imposed by the Crown 
in taxing citizens heavily for revenue, and 
finally placed a curb upon the king’s powers, 
by requiring him to present to Parliament, 
through the chancellor of the exchequer, a 
budget of his expenditures in advance, along 
with the estimates of expenditures for all 
other government departments. The new 
plan centralized the taxing powers of the 
government in the hands of Parliament. To 
this extent the budget was a means of pro- 
tecting the taxpayers against excessive taxa- 
tion, and thus provided a forward step in 
the development of democratic government. 
The budget thus served as a means of con- 
trolling “the power of the Crown to impose 
taxation.’ 


1 Financial Administration of Great Britain, by Wil- 
loughby, Willoughby and Lindsay, p. 266 
“The formal statement of the hamaiion of the 
Exchequer thus forecasts the nature of the revenue or 
finance act rather than that of the appropriation act. 
“This has been so almost from time immemorial. The 
struggle of the House to control the public purse has 
been one to control the power of the Crown to impose 
taxation rather than the power to expend money. All 
of its efforts were directed to the establishment of the 
principle that no new burden could be imposed upon the 
People without its consent. It was not until compara- 
ly recent times that Parliament concerned itself 
with the matter of the expenditure of the funds, the 
raising of which it had authorized.” 
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English Budget—A Means of Controlling 
Public Expenditures: A second reason for 
adopting budgetary procedure in England 
was to control public expenditures more 
effectively, not expenditures of the king, but 
those of public officers. It was the custom for 
a long time to have the national accounts 
inspected by “Auditors of the Imprest.” 
This however proved to be inadequate and 
ineffective.? The “Auditors of the Imprest,” 
whose duty it was to make an annual audit 
of all departmental accounts, assigned this 
work to clerks, who merely checked the rec- 
ords for mathematical errors and failed to 
check “the fees, pre-requisites and gratuities 
given to persons in official situations.”* As 
a result fraud became common. 

This condition was corrected somewhat 
by William Pitt’s abolishment of the office 
of “Auditors of Imprest” and the subsequent 
appointment of a board of five commission- 
ers “with the largest and most stringent 
powers of auditing the public accounts of 
every department.” 

Such were the conditions that existed in 
England at the time when governmental 
budgeting was first used. It is not unlikely, 
therefore, that budgetary procedure was 
adopted in the hope that it might aid in 
holding public officials more “strictly ac- 
countable” in their administration of public 
funds. But the budget failed to accomplish 
its maximum purpose immediately upon its 
adoption. In 1800, however, its effectiveness 
was materially increased when the responsi- 
bility for the enforcement of the budget was 
placed in the hands of the Cabinet, and 
finally in 1837 it was made fully effective by 
the Reform Acts, which provided for the 
enforcement of the budget by a truly repre- 
sentative Parliament.‘ Thus the English 


? History of Accounting and Accountants, by Richard 
Brown, p. 90. 

* Brown quotes from Lecky’s, England in the Eight- 
eenth Century, v, 30. 

* Evolution of the Bugdet Idea in the United States, by 
F. A. Cleveland, p. 4. (Reprint from “The Annals of 
the American Academy of Political and Social Science,” 
Philadelphia, November, 1915, Publication No. 942): 

“The one who submits the financial proposal should 
be responsible to all—he should be accountable for the 
management of the affairs of the whole government. 
. ++ It was for this reason that Great Britain did not 


people slowly but eventually perfected budg.- 
etary procedure with the result that early in 
the nineteenth century it became an effective 
means for holding public officials strictly 
accountable. Their disbursements were lim- 
ited to budgeted appropriations, and all 
their incomes were properly accounted for 
by the annual audit. 

Accounting Environment of Early Budget- 
ing: Thus it seems the early English budget 
came into existence in an environment that 
was distinctively of an accounting nature. 
Its purpose was primarily to aid in the con- 
trol of national finances, not only in restrict- 
ing the king’s power of taxation which pro- 
vided the revenues, but also in limiting the 
disbursements of public officials by fixed 
appropriations. Thus the English budget was 
intended to provide a more effective ac- 
counting for incomes and outgoes. In other 
words, budgetary procedure was adopted 
with the idea of making accounting control 
more effective. 

Moreover, two of the three parts of the 
English budget took the form of an account- 
ing statement, namely the formal report of 
past expenditures—and the estimated ex- 
penditures of the future. Incidentally, the 
budget was prepared by the financial officer 
in charge of the national accounts, the 
chancellor of the Exchequer. Recognition of 
this early connection of budgeting with ac- 
counting will help the reader to understand 
the relation that exists between modern 
business budgeting and accounting. 

The English Budget Provided a “Supply”: 
The English word “budget” is derived from 
the Latin word bulga,® meaning a leather 
bag or knapsack, used for carrying supplies 
of food. Later the use of the word budget 


succeed in establishing a true budget system till after 
1800 when the principle of solidarity of responsibility 
was forced on the cabinet. Even then the budget could 
not be made effective until a means was provided for 
enforcing this responsibility through a truly representa- 
tive Parliament—until the Reform Acts of 1837, which 
made Parliament in effect the people in session.” 

5 Apparently the word bulga is of Gallic origin; that 
is, it was probably first used in Romanized France. The 
derived form in old French was “boge”’ or “bouge.” 
Modern French created the diminutive “bougette” 
(little bag) from which came the Middle English 
“bogett” or “bougett” and later the English word budg- 
et. 
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was extended to mean not merely the con- 
tainer, but also the thing contained. Thus 
the term was applied to the budget speech 
itself, which was carried in the leather port- 
folio of the Chancellor of the Exchequer, 
when he appeared before Parliament at the 
beginning of a new fiscal period. His budget 
speech included not only a formal report, 
accounting for the past expenditures of the 
government, but also an estimate of future 
expenditures, together with a recommenda- 
tion for a tax levy—in other words, ways and 
means of providing the “supply of funds” 
needed for future expenditures. 

The word “budget,” therefore, connotes 
primarily the idea of supply, or provision for 
a supply, and not the idea of restriction of 
expenditures. The basic concept of budget- 
ing, therefore, is positive and not negative, 
a fact which is ignored by many American 
government officials,* when they prepare es- 
timates of government expenditures, and 
also ignored by many business men when 
they set up their operating budgets. Un- 
fortunately the negative idea of restricting 
expenditures is often stressed to the point of 
minimizing, and in some cases of ignoring, 
the positive idea of “supply,” basically in- 
herent in budgeting. 


GOVERNMENTAL BUDGETS IN THE 
UNITED STATES 


Municipal Budgets: The idea of govern- 


6 The essential difference between the nature of 
governmental budgeting in the United States at 
present, and that in England, is well summarized thus, 
by Willoughby and Lindsay, Financial Administration 
of Great Britain, pp. 265 and 266: 

“In the United States and in Europe one thinks of 
the budget primarily as a document through which a 
program of expenditures is laid before the appropriat- 
ing authority. So much is this the case that the term 
“budget” more often than not, is employed as a syno- 
nym for estimates of expenditures. Just the contrary is 
the case in England. There the budget is the document 
or speech through which the finance minister outlines 
the policy of the government in respect to revenues— 
the estimates of expenditures having already been laid 
before Parliament and considered in Committee of the 
whole. One cannot possibly understand the significance 
of the English budgetary procedure until he appreciates 
the fact that the interest of Parliament and the people 
centers on the receipts and not on the expenditure side 
of the budget. . . . The formal statement of the chancel- 
lor of the Exchequer thus forecasts the nature of the 
— or finance act rather than that of the appropria- 

act.” 
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mental budgeting was brought into the 
United States by English immigrants. It was 
applied early in some of the towns and cities. 
The earliest municipal budgets, however, 
were imperfect and experimental. It was not 
until 1895 that municipalities began in large 
numbers to take budgeting seriously. This 
increase of interest in budgeting in munici- 
palities during the 90’s was probably due to 
the fact that during that decade adminis- 
trations of the larger cities were compelled 
by a strong public opinion to adopt greater 
economy in city finances. By 1920 prac- 
tically all American cities and towns had 
adopted budgeting as a part of better city 
administration. 

The larger cities led the way; for example, 
New York, Chicago, Boston, Philadelphia 
and Cleveland set up budgetary systems 
that were copied by smaller cities and towns. 
The public press generally supported the 
idea of municipal budgets and the public was 
advised to adopt budgetary measures in the 
interest of the municipal economy. The 
whole question of improving city adminis- 
trations’? was made a matter of general in- 
terest, and when budgets were once adopted 
by the larger cities, it was not long before 
they were adopted also by smaller munici- 
palities, as well as by townships and coun- 
ties. 


EARLY PROPOSAL OF A NATIONAL 
BUDGET—DEFEATED 

During these three decades, 1890-1920, 
the public was so thoroughly aroused to the 
need for governmental economy that the 
budget idea was suggested for adoption also 
in the machinery of the national govern- 
ment. It was especially during the adminis- 
trations of President Cleveland, President 
Theodore Roosevelt, and President Taft 
that the public conscience was aroused on 
such matters as the stewardship of public 
officers, the need for destruction of special 
interests, represented by political bosses, 
and the prevention of extravagance and 


7 During the period, 1890-1920, much interest was 
created in other methods of city administration, prob- 
lems of city taxes, municipal ownership of utilities, con- 
trol of school funds and the creation of park boards. 
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waste. It was the leadership of these three 
presidents that disclosed to the American 
public the need for efficiency and economy 
in national finances. Thus was built the sub- 
structure for our national budget. 

President Taft made a special effort to 
introduce budgetary measures. Even before 
he was elected he stressed the desirability of 
managing public affairs in a businesslike 
manner. After his election in 1909, he was 
soon charged with having “surrendered to 
the interests,” a charge that was made 
against him mainly because of his tariff re- 
vision policy. While political opponents were 
hurling their charges, President Taft asked 
Congress for an appropriation of $100,000, 
“to enable the President to inquire into the 
methods of transacting the public business— 
and to recommend to Congress such legis- 
lation as may be necessary to carry into 
effect changes found to be desirable, that 
cannot be accomplished by executive action 
alone.” Later President Taft asked for and 
received an appropriation of $75,000 for the 
continuation of the survey. 

This survey revealed the need for a na- 
tional budget, the reorganization of govern- 
mental functions, introduction of better 
business practices and the preparation of 
improved accounting reports. These matters 
were reported to the President. As a direct 
result of these reports, departmental com- 
mittees prepared detailed statements of ex- 
penditures for the purpose of studying and 
analyzing each class of expenditure. In July, 
1911, budget forms were prepared and soon 
approved by the President. These forms 
were sent to department heads, to be filled in 
by them and returned by November 1, but 
they were not returned until early in 1912. 

The commission submitted its final report 
on “The Need of a National Budget” and 
this was transferred by the President to 
Congress in June, 1912. He endorsed the 
report and urged its adoption by Congress, 
but delay followed. President Taft sensed 
the opposition but nevertheless proceeded to 
prepare the 1913 budget, which he finally 
submitted to Congress on February 26, 1913. 
This budget was referred to the Committee 
on Appropriations and was never revived. 
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Public interest, however, did not subside, 
Although party opposition in Congress de. 
feated the adoption of a national budget, 
and the proposal was laid aside in Congress 
for political reasons, the public press carried 
on with the idea and public interest con- 
tinued to increase, with two definite results; 


1. Many municipalities adopted budg- 
etary procedure, through the activity 
of civic organizations. 

. State commissions were appointed to 
inquire into the problems of state 
financial control, and most of the states 
passed budget acts. 


State Budgets: From 1911 to 1919 forty- 
four states enacted budget laws. California 
and Wisconsin were the first to pass such a 
law, in 1911. Arkansas, Ohio and Oregon 
followed. Then in 1915 seven more states 
passed budget laws, in 1916 four, in 1917 
seven, in 1918 six, and in 1919 fifteen states 
adopted budgetary control. 

State budgets were of three kinds: execu- 
tive, commission, and legislative.* In the 
executive type the governor was made the 
budget director, in the commission typea 
board was given the ultimate authority, and 
in the legislative type the State legislature 
was entrusted with the work of preparing 
the budget and enforcing it. 

Quite a number of states have modified 
their original laws since 1915, in favor of the 
executive type. At present all states in the 
Union are on a budgetary basis. This accom- 
plishment, however, was the result of at 
least twenty years of awakening and educat- 
ing public opinion. The adoption of budgets 
by states was merely the last step in its evo- 
lutionary development, and although most 
of the states adopted budgetary procedure 
from 1911 to 1919, it must be remembered 
that public opinion first had to be created 
for the adoption of such measures, and this 
necessitated considerable open controversy 
in the public press and much political de- 
bating in the state legislatures, and in most 
states the creation of state commissions for 


8 For this classification see Cleveland, F. A. and 


Buck, A. E., The Budget and Responsible Government, 
pp. 124-125. 
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the purpose of studying the reorganization 
of state governments in the interest of 
efficiency and economy. 

Budgeting in Public and Private Institu- 
tions: Budgetary procedure was also adopted 
for institutions owned by cities and states. 
All government schools, hospitals, penal 
institutions and park boards were placed on 
a budgetary basis. Likewise privately owned 
institutions adopted budgets, as did all 
clubs and societies of a social, athletic or 
educational nature. The budget idea was 
thus accepted quite universally and very 
rapidly, with the idea of controlling ex- 
penditures of funds entrusted to public and 
private officials and thus requiring of them 
a complete accounting periodically or at the 
expiration of their term of office. 

Budgeting in institutions and social groups 
followed closely the governmental type of 
budgeting by making specific appropriations, 
primarily for the purpose of controlling ex- 
penditures. 

Adoption of the National Budget in the 
United States: On June 10, 1921, Congress 
passed the national “Budget and Account- 
ing Act,” by which the President is author- 
ized to present to Congress at the beginning 
of each fiscal year a complete budget of Fed- 
eral expenditures and incomes. This esti- 
mate is discussed by Congress and when 
finally approved, the appropriations become 
authorizations by law and to this extent 
must remain unchanged for the coming year. 
There was much debate in Congress as to 
the type of budget to be adopted, and the 
opposition made strong protests against 
placing central authority in the hands of the 
chief executive. Political bossism struggled 
for the retention of the old system, whereby 
appropriations had been asked for by depart- 
mental heads. But public opinion had grown 
sufficiently strong to overpower the interests 
of politicians and the budget act was finally 
adopted. 

Since its adoption the national budget 
has been praised and criticized, and recently 
its effectiveness has been seriously ques- 
tioned, especially because of the creation of 
two separate budgets. Extravagance and 
waste have not been eliminated from govern- 
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ment finance. It is not enough to consider 
the national budget merely as a means of 
balancing expenditures and incomes; still 
another objective must be attained, namely 
the national budget must be prepared and 
enforced on the basis of standardized opera- 
tions and thus it will become an effective 
means of measuring efficieney of govern- 
mental services. In other words, the govern- 
mental budget must be operated more like 
a business budget if economy and efficiency 
are to be a reality. 


THE BUDGET IN BUSINESS 


The object of all business enterprises from 
earliest times has been the making of profit 
and the acquisition of more wealth. Tillers of 
the soil have kept their eyes upon the market 
so that they could realize a profit by dis- 
posing of their surplus crops. Merchants and 
traders have always bought those commodi- 
ties which they had reason to believe they 
could sell at a profit. Manufacturers also 
have from earliest times attempted to hold 
their purchases of raw materials within their 
production requirements and have planned 
to make only those products for which there 
would likely be a market. Thus in all 
branches of business enterprise, the primary 
motive has always been to plan for profits. 
This planning, of course, was not scientific. 
It required, however, an estimating of future 
conditions, both possible and probable. 
Man’s desire to forecast has always charac- 
terized business enterprise, even in those 
early days when Joseph, the Prime Minister 
of Egypt, was bold enough and wise enough 
to forecast the seven lean years in his inter- 
pretation of a mere dream. Much progress 
has, of course, been made since the days of 
Joseph. We are still engaged in the solution 
of the same old problem of planning for what 
may and will happen in our economic and 
business life. We have progressed from 
dreaming to guessing, and in some cases 
from guessing to more scientific forecasting. 

This basic concept of profit planning, old 
as it may be in business, is still the primary 
motivating idea of modern business enter- 
prise, and because of this fact, budgeting 
has, to a great extent, appropriated this 
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same profit motive as its primary objective. 
The basic idea in budgeting is to conserve 
and increase the capital of a business. This 
fundamental idea of profit making and 
wealth conservation has motivated prac- 
tically all experiments in business budgeting. 
Budgeting has merely aided business man- 
agement to realize its profit objective by 
providing a scientific technique for fore- 
casting business operations and establishing 
standards. We shall now consider the early 
stages of development of business budgeting. 

While budgeting was being adopted by 
governmental units, the budget idea was 
also being applied by some of the larger 
businesses in the United States, but for the 
most part these business budgets were of the 
governmental type and fragmentary in 
nature. 

Fragmentary Budgets of the Governmental 
Type: For example business first undertook 
to limit only those expenses which were 
thought of more as luxuries, rather than 
costs, as advertising, welfare, research, per- 
sonnel and plant extensions. It was not the 
intention in these early attempts to budget 
those expenses with the idea of measuring 
their effectiveness. The purpose was merely 
to restrict them, and to keep them within 
fixed limits. Thus business budgeting at first 
followed the governmental idea of limiting 
appropriations. It was applied only to a few 
expenses and therefore fragmentary. A few 
businesses also attempted quite early to fix 
quotas for their salesmen, not primarily to 
measure the efficiency of salesmen, however, 
but to stimulate their production. Little or 
no attention was given to the problem of 
standardizing the salesman’s potential in- 
come, nor was any scientific standardization 
made at his expenses or other marketing 
costs. 

Standardization in Production: Produc- 
tion costs were for a long time not comput- 
able, except in a general way. It was not 
until Taylor attempted to standardize pro- 
duction operations, by time studies and test 
runs, that production costs could be ac- 
curately computed. His effort to create stand- 
ards for efficiency provided the basic 
groundwork for later experimentations in 


the control of production processes. Prin. 
ciples and procedures of standardization 
took on definite form. Measuring precisely 
every production operation by means of 
time studies for labor and standard speci- 
fications for material provided an effective 
means of cutting costs in production, which 
was imperative as industrial competition in- 
creased. Taylor and his immediate followers 
thus supplied measuring a technique that is 
being applied with equal effectiveness to all 
other operations of a business, as well as 
production, by means of budgetary pro- 
cedure. Sound methods of standardization 
are an essential prerequisite for budgetary 
control. Unless standards are first created, a 
business budget is little more than a guess, 
Obviously therefore one important phase of 
the early history of business budgeting 
reaches back to the pioneer work of Taylor 
in the application of the scientific method to 
the establishment of production standards. 

Cost Finding and Cost Reduction: Another 
major phase of the history of budgeting 
reaches back into the early development of 
cost accounting. Especially the earliest 
stages of cost finding and cost reduction. 
The effort of industrial engineers to reduce 
costs made cost finding a matter of prime 
importance. Cost accountants, therefore, 
first of all had to provide adequate cost 
records. Secondly they attempted to sum- 
marize these records currently for manage- 
ment. This led to a great amount of experi- 
mentation among cost accountants in de- 
signing cost systems from which the current 
reports for management could be most 
quickly and accurately prepared. The re- 
sulting multiplicity of cost systems and the 
effort expended in their development, as 
well as the reasons for their abandonment in 
many cases, would provide a large amount 
of material for a history of early cost ac- 
counting. Another major portion of such a 
history would trace the evolution of cost 
accounting theories. For example, the ques- 
tion, what is true cost, has been under con- 
sideration since approximately 1910, and in 
an attempt to answer that question, cost 
accountants proposed the use of predeter- 
mined burden rates. This early experiment 
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to apply burden to production on the basis 
of activity, by predetermined normal burden 
rates, was extended to material and labor 
costs. Thus ultimately standard costs were 
evolved, and this in turn has led naturally 
to the more recent idea of estimating ex- 
pected costs in the form of a budget. 

Cost finding in itself was not enough; and 
costs were necessary, to be sure, but the 
need for current cost control was more im- 
portant. Thus in the development of stand- 
ard production costs, cost accountants pro- 
vided one of the most valuable and essential 
prerequisites of modern business budgeting. 
Later all operations of a business, not 
merely production costs, were standardized. 
Thus with standards set for the manufactur- 
ing, selling and financing functions, budgets 
could be scientifically prepared. 

Summary of the Early Development of 
Budgeting: The early development of busi- 
ness budgeting may be summarized briefly 
thus: 


1. A few of the larger business budgeted 
certain luxury expenses. The methods 
used were taken over from govern- 
mental budgeting. 

. Industrial engineers provided the sci- 
entific methodology both for standard- 
izing operations and measuring the ef- 
ficiency of actual performance by com- 
paring actual performance with the 
standards. 

. Cost accountants developed cost rec- 
cords, and attempted not only to find 
costs, but also to control them by de- 
veloping standard costs in production. 


Thus the earliest beginnings of business 
budgeting may be said to have been 
grounded deeply in the early evolution both 
of industrial engineering and cost account- 
ing. Budgeting grew like a plant grows from 
a seed. The years 1895-1920 were the ger- 
mination period, for during that time budg- 
eting grew steadily below the surface. Its 
two major roots reached down into the 
fields of industrial engineering and account- 
ing. Finally after the close of the World 
War the plant made its appearance above 
the surface. We shall now consider the 


major factors that contributed to the more 
recent development of business budgeting. 


RECENT DEVELOPMENT OF BUSINESS 
BUDGETING IN THE 
UNITED STATES 


Since 1920 budgeting has grown rapidly 
and substantially in the United States. This 
rapid growth can be accounted for by the 
fact that during this recent period a number 
of influential factors have been at work to 
produce conditions that were favorable for 
budgetary development. Some of these fac- 
tors came from within individual businesses, 
while others arose from sources separate 
and apart from individual business enter- 
prises. The most important factors included 
the following: 


1. Industrial expansion and competion. 

2. Open-mindedness of business execu- 
tives. 

3. Production standardization by indus- 
trial engineers. 

4. Coordination of all business functions 
by management engineers. 

. Emphasis on internal trends and cycli- 
cal movements by statisticians. 

. Establishment of financial accounting 
control and development of standard 
costs, by accountants. 

. Endorsement of business budgeting by 
banks, credit men, and insurance com- 
panies. 

8. Exchange of ideas through trade as- 
sociations. 

9. Training in educational institutions. 

10. Production of budgetary literature. 


Industrial Expansion and Competition: 
Since Taylor’s time, industrial enterprises 
have increased greatly in number and size, 
while business management and research 
have been improved to such an extent that 
they may now be properly considered a sci- 
ence. All of this recent expansion in Ameri- 
can industry, stimulated by increasing com- 
petition, has provided a most excellent 
clinic for the testing of various budgetary 
methods and procedures. Many businesses of 
all kinds and sizes have experimented with 
budgetary procedures, and thus a large va- 
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riety of systems have been tested and tried. 

Open-mindedness of Business Executives: 
Business executives have been for the most 
part open minded and charitable in the 
adoption of budgetary procedures. Neither 
have they considered their methods as 
secrets. They have exchanged ideas freely. 
American business men have learned that it 
is profitable to share their experimentations 
with each other. Workable ideas are passed 
on to others. This open minded attitude of 
business leaders has aided materially in the 
rapid growth of business budgeting in 
America. 

Production Standardization by Industrial 
Engineers: Industrial engineers have made 
a two-fold contribution. In the first place 
they have perfected methods of standard- 
izing factory operations. They have ap- 
plied the general principles of all science, 
such as accuracy, orderly procedure, com- 
plete collection and precise analysis of data, 
testing and interpretation of facts, to the 
problems of factory management. The result 
has been the establishment of scientific 
standards, without which budgeting could 
not have made much progress. Their second 
contribution lay in their personal efforts. 
They either assisted plant managers or 
themselves supervised the preparation of 
factory budgets. For this task they were 
already well fitted by experience. Their 
own problems of factory management re- 
quired careful planning and schooling of 
operations. Making estimates scientifically 
was a part of their regular work. Thus they 
were able to transfer, without difficulty, 
their experience and knowledge acquired in 
the performance of their regular engineering 
duties to the somewhat similar work of pre- 
paring manufacturing budgets. 

Coordination of Business Functions by 
Management Engineers: Management en- 
gineers also have performed a constructive 
service in the development of business budg- 
eting. They have aided mostly in problems 
of business organization. Management en- 
gineers are business doctors. They diagnose 
the organization ills of a business and pre- 
scribe remedies, so that maladjustments can 
be removed. Their special work is to co- 


ordinate all the functions of a business into 
a unified whole. This they have accom: 
plished for many businesses and in so far as 
their services have helped businesses to co- 
ordinate all their functions, to that extent 
they produced conditions in individual busi- 
nesses that were favorable to the introdue- 
tion of budgetary procedure. Management 
engineers also have given due recognition to 
the primary functions of the comptroller, in 
respect of standards and records, and in the 
interpretation of accounting data for man- 
agement. 

Emphasis on Trends and Cyclical Move- 
ments by Statisticians: Statisticians, em- 
ployed by businesses have applied statistical 
methods to the problems of management. 
They have collected facts on production and 
sales and then analyzed and summarized 
them for management. 

They have designed methods for making 
fairly reliable market analyses and deter- 
mined the potential sales of a business. They 
have applied standard statistical procedures 
to the problems of measuring seasonal varia- 
tions and secular trend. In brief, they have 
gathered necessary data on any special 
problems that confront management, 
whether it be a question of costs and ex 
penses, or of profitability of departments and 
products, or a question as to the efficiency 
of salesmen in various territories. Their 
major contribution, therefore, to the devel- 
opment of business budgeting has been in 
the efficient methods they have provided for 
finding the facts of a business, discovering 
the trends, and summarizing them for man- 
agement. Without the statisticians’ machin- 
ery for fact-finding and trend observations, 
management would not be able to predeter- 
mine incomes and costs accurately; in other 
words, budgeting would be nothing more 
than guessing. So much for the services of 
statisticians within a business. 

Mention should also be made of the con- 
tributions of economic statisticians and 
professional statistical service organizations. 
Within the past fifteen years general busi- 
ness forecasting has made substantial prog- 
ress mainly because statisticians have 
studied the general movements of business 
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and have succeeded in discovering some of 
the laws of the business cycle. Some statisti- 
cal services attempt to forecast recurring 
changes in the general economic cycle, while 
others specialize in reporting probable trends 
in certain sales or production fields. These 
reports, when scientifically prepared, have 
aided individual businesses in budgeting to 
the business cycle.* These statistical organi- 
zations have made it possible for manage- 
ment to observe the correlation that exists 
between the cycle of an individual business 
and the general business cycle. This empha- 
sis by statisticians outside a business upon 
the necessity of knowing the movements of 
the economic cycle has been their substantial 
contribution to the development of business 
budgeting. 

Contributions by Accountants: Account- 
ants, both public and private, have been 
leaders and pioneers in budgeting. Public 
accountants have taken over budget in- 
stallations as one of their services. Private 
accountants in industries have designed and 
installed budget systems and also super- 
vised the preparation of current budget re- 
ports. A more basic contribution by ac- 
countants, however, was made in that they 
provided adequate books for the recording of 
business transactions. From the very begin- 
ning accountants have considered the re- 
cording of business transactions to be their 
major function. Thus they have provided 
managements with a history of their past 
performance, which is an indispensable 
source for information that must be con- 
sidered when budgetary estimates are pre- 
pared. Without accurate and complete in- 
formation on what has happened in a 
business it would be quite impossible to 
predetermine to any appreciable degree of 
reliability what can and should happen in 
the future. 

Accountants have also assumed, as their 
second function, the interpretation of ac- 
counting records for management. This 
work of interpretation has grown steadily 
from the preparation of current financial 
statements to the preparation of compara- 


* Budgeting to the Business Cycle, by J. Barber. 


tive statements, the use of percentages and 
graphs, and the adoption of ratio studies 
and comparisons of ratios for a number of 
fiscal periods. Most of this interpretation, 
however, has been merely of the post-mor- 
tem type and was considered finished when 
management was informed of what had 
happened and the causes explained. Much 
has been said by accountants recently about 
the possible necessity of extending their 
interpretation functions into the field of pre- 
diction and budgeting. Management en- 
gineers also have criticized accountants for 
not keeping pace with management. For 
example, Mr. Monarch V. Hayes, in the 
preface of his recent book, Accounting for 
Executive Control, says, ‘““The science of 
management has made much progress dur- 
ing the past decade, but the science of ac- 
counting has not kept pace with it. The 
development in the science of management 
has made necessary a restatement of the 
purposes of accounting. If accounting is to 
serve management best, it must accomplish 
the purpose of all science—that of predic- 
tion.” What Hayes wishes to say is this: 
Accountants have been interpreting the 
past merely as historians. Now they ought to 
provide interpretations that will be of specif- 
ic and direct help to management in pre- 
paring budgetary estimates. In other words, 
he suggests that accountants enlarge their 
function of interpretation to include the 
preparation of future balance sheets and in- 
come statements, together with a com- 
parison of ratios on future statements with 
those on the actual statements at the be- 
ginning of the budget period. Some account- 
ants refuse to accept this new challenge, 
while others believe that budgeting should 
be taken over as a regular accounting serv- 
ice. The latter have given much time and 
effort to budgeting and have insisted that, 
when budgets are prepared, accounting 
principles should not be violated. 

Cost accountants also have had a major 
part in the recent development of business 
budgeting. During the past fifteen years 
substantial progress has been made in the 
development of standard and differential 
costs. Standard costs, based on accurate 
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cost standards have facilitated budgeting. 
Cost accountants have cooperated closely 
with industrial engineers in the control of 
production costs by recording all variances 
from standards. 

Endorsement of Business Budgeting by 
Banks: Financial institutions have recently 
recommended to their depositors the adop- 
tion of budgetary procedure. Some banks 
give a higher credit rating to businesses that 
operate a budget than to those who fail to 
plan ahead. Although some banks claim 
that businesses having a budget are not 
given a higher credit rating, bankers gen- 
erally endorse the idea strongly, even though 
some of them do not have a budget for their 
own banks. 

Credit men, throughout the country, also 
have endorsed budgetary procedures as a 
means of strengthening the financial position 
of their customers. In their national as- 
sociation meetings budgeting has been dis- 
cussed at various times, and numerous 
articles on the subject have appeared in their 
national publication. 

Some of the larger insurance companies 
have given wide publicity to the advantages 
of business budgeting, primarily to create 
goodwill among their policy holders, but 
also to aid policy holders to improve their 
financial position. About 1920 the Metro- 
politan Insurance Company began to make 
surveys on budgetary procedures in various 
lines of business and published its findings 
through its Policy Holders’ Service Depart- 
ment. Finally in 1926 these pamphlets were 
assembled and published in book form.’® 
This publication was widely read and thus 
much information on budget forms and 
routines was brought to business men 
throughout the country. The Metropolitan 
Insurance still maintains an active interest 
in business budgeting, as is evidenced by the 
recent publication of several additional 
pamphlets." 

Exchange of Ideas Through Trade Associa- 
tions: Many trade associations have dis- 
cussed budgeting in their meetings and trade 


10 Applied Budgeting, by Henry Bruére and Arthur 
Lazarus, published by A. W. Shaw Company, 1926. 
4 Budgeting Control in the Manufacturing Industry. 
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journals have carried many articles on va. 
rious phases of budgetary procedure. In this 
way, members of the association benefited 
generally by learning of the experience of 
others; but especially the interest and en. 
thusiasm of smaller business units for budg. 
eting were stimulated and maintained even 
to the point of experimenting with budg. 
etary procedures. 

Trade associations have thus given im 
petus to the development of budgeting by 
distributing widely among their members 
reports of actual budgetary experimenta- 
tions. Many of these accounts tell about 
methods and ideas that were in process of 
development. Some of the results thus pub- 
lished may have been unscientific. Most of 
it, however, was valuable as laboratory 
material, and, to the extent that trade as 
sociations have served as clearing houses for 
ideas on budgetary procedures and prin 
ciples, to that extent they have made a most 
valuable contribution to the development 
of business budgeting. 


ACADEMIC TRAINING 


During the past decade, business budget 
ing has progressed far enough in its develop 
ment so that the best methods and pro 
cedures can be selected, and a beginning can 
be made in the codification of budgetary 
principles. Whenever a science arrives at 
this stage in its development, the profes 
sional educator begins to study the field and 
subject whatever knowledge is available to 
further classification. Thus it is in the field 
of budgeting. The field has now become 4 
subject of academic study. 

Business budgeting is now being taught ia 
most of the larger colleges and universities 
and in most schools of business administre- 
tion. Class room training has, however, bee 
handicapped by a lack of suitable texts anf 
standardized problems. These are now ii 
the making and undoubtedly during th 
next decade better texts will be published 
Teachers of budgeting have been compellé 
to develop their own instruction materiil 
out of surveys made by themselves and }} 
assembling problems from a few scattere 
sources in budgeting literature. 
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The Beginnings of Business Budgeting 


Budgeting Literature: Up until 1920 most 
of the literature on budgeting covered only 
the field of governmental budgets. The lit- 
erature of business budgeting did not begin 
io take form until after the close of the 
World War. It appeared first only in the 
form of periodical articles, and much that 
was published in the early 20’s was ephem- 
eral and, therefore, cannot properly be in- 
cluded as a part of budgetary literature. 
Although it was a crude beginning, it was 
soon followed by more scientific contribu- 
tions both in periodical and textual treatises. 

During the past ten years a considerable 
number of books have been produced on the 
subject of business budgeting. Moreover 
most texts on accounting and financial ad- 
ministration published during this period in- 
clude one or more chapters on budgetary 
control. 

Periodical literature on the subject also 
increased substantially. Many articles on 
business budgeting can now be found in 
publications of trade associations, account- 
ants, both public and cost accountants, in- 
dustrial and management engineers, stat- 
isticians, economists, financial executives, 
credit men, bankers, and teachers of ac- 
counting. Teachers of budgetary control 
courses have made substantial contributions. 
Likewise bureaus of business research, af- 
filiated with colleges of commerce and 
schools of business administration, have 
published valuable studies on various phases 
of budgeting. Since 1933 several texts have 
also appeared in Germany, France and Eng- 
land. 

Business budgeting has also been a popu- 
lar subject for discussion in many groups of 
business executives, accountants and teach- 
ers of business administration. These dis- 
cussions have usually followed the presenta- 
tion of some scientific treatise dealing with 
budgetary technique and principles. Con- 
sideration has been frequently given to the 
objectives of a business budget and the re- 
lation of business budgeting to such fields 
as statistics, engineering and accounting. 
Out of such discussions has come a greater 
clarity of thinking and a better understand- 
ing of budgetary terminology. Many of these 
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technical papers are published and thus be- 
come a valuable addition to budgetary lit- 
erature. 

Mention should also be made of the papers 
presented at the first International Dis- 
cussion Conference of Budgetary Control 
held at Geneva, Switzerland, from July 10 
to July 12, 1930, under the auspices of the 
International Management Institute. These 
papers were presented by various executives 
from the United Staies, Canada, Great 
Britain, Belgium, Germany, Switzerland 
and France, and covered the following sub- 
jects: 


The Budget as an Aid to the Determina- 
tion of Policy. 

The Budget as an Aid to the Control of 
Performance. 

The Preparation of the Sales Budget. 

The Preparation of the Expense Budget. 

Budgeting for Stock and Working Capi- 
tal Requirements. 

Budgeting for Equipment and Fixed Capi- 
tal Requirements. 

How to Overcome Opposition when In- 
troducing a Budget Control System. 

Common Mistakes and Misunderstand- 
ings in the Use of Budgets. 

The Management of Industrial Concerns 
and the Budget. 

Budget Principles and Procedures in their 
Broader Aspect. 

The State Budget as Compared with the 
Business Budget. 

National and International Economic 
Planning. 


Two hundred delegates were present from 
twenty-seven countries. This conference 
recommended the formation of research 
groups that would study the application of 
budget control in individual cases, and that 
the findings of each group be made available 
to all the others. Furthermore, in different 
branches of industry there should be 
formed national and international groups 
for the study of the application of budget 
control. 

As a result of this conference, seven in- 
ternational groups have been organized to 
study the application of the principles of 
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budgetary control in the following indus- 
tries: 

Iron and Steel 

Mechanical Engineering 

Electrical Engineering 

Motor-Car Manufacture 

Textiles 

Public Utilities 

Food Industries 


The papers of this first International Con- 
ference were published in the proceedings of 
the Conference and are now available in 
French, German and English. No doubt 
much more valuable material will be added 
to the literature of budgeting when the 
results of study by the seven international 
groups have been completed and published. 

A recent contribution to our knowledge of 
budgetary practices was made by the Na- 
tional Industrial Conference Board of New 
York by means of a survey of 294 repre- 
sentative manufacturing companies, the re- 
sults of which were summarized in a book 
entitled Budgetary Control in the Manu- 
facturing Industry. The purpose of the sur- 
vey was to discover to what extent budget- 
ary control has been adopted by manu- 
facturing concerns, what methods are being 
used and what the results have been. The 
report of the Board gives an accurate sum- 
mary of the progress that business budget- 
ing has made in the United States. It is 
especially valuable because it presents both 
the favorable and unfavorable features of 
present day budgetary practices and reveals 
the reasons why some budgetary experi- 
ments have failed. Eighteen causes for 
failures are cited. These have, in themselves, 
well justified the publication of the report. 
It is advantageous to be able to observe at 
times what progress has been made and dis- 
cover the causes of opposition or defects in 
methods. Any science developed under such 
circumstances is assured of a permanent and 
more rapid growth. The United States is the 
only country in which such a summary has 
been made possible. In other countries busi- 
ness budgeting has not yet been adopted to 
such a degree that a comprehensive sum- 
mary is possible. 


Business Budgeting in Other Countries; 
Some of the European countries have re. 
cently been adopting budgetary procedures 
in their industries. Germany seems to be 
taking the lead. The Germans have taken 
the post-war rationalization of business se- 
riously. The Reichkuratorium (National 
Industrial Committee) was frequently re- 
ferred to in the International Conference as 
a model plan for adoption by industries of 
other nations. Dr. Ludwig has published 
a fairly complete treatise on budgetary pro- 
cedure,” primarily to stimulate German busi- 
ness leaders to adopt American budgetary 
procedures. German journals of business 
have been carrying numerous articles on 
various phases of budgeting. Max H. Schmid 
and Heinz Pulvermann have contributed 
freely to German budgetary literature. 

In France also some alteration has re 
cently been given to business budgeting. 
French business journals have contained 
reports of successful budgetary develop- 
ments in the United States and some ae- 
counts of experiments carried on in French 
industries. Thus far, however, no substantial 
text on business budgeting has appeared in 
France. 

The situation in England is well de 
scribed by A. W. Willsmore, in his recent 
book on Business Budgets, which ine 
dentally was the first complete text on Busi- 
ness Budgeting to appear in England, as 
follows: “Although budget control has not 
yet been adopted on a sufficiently wide basis 
in this country to enable a comprehensive 
summary to be given of the practical ad 
vantages that have been realized, there is 
sufficient evidence to indicate quite clearly 
that budget control is a logical development 
that can be expected to take a permanent 
place in the technique of business manage 
ment in Great Britain. It is significant to 
note the wide range of industrial activity 
represented at the International Confer 
ence.” Then Mr. Willsmore mentions elevet 
British industries that were represented it 


12 Der Budget Control, by Heinz Ludwig. 

13 Business Budgets, by A. W. Willsmore, published 
in 1982 by Sir Isaac Ritman and Sons, Ltd., Lond 
See especially pp. 220-221. 
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the Conference, which may be considered 
evidence that business budgeting has already 
taken a permanent hold on British indus- 
try. 
"he Russia the famous five year plan for 
economic production has centralized busi- 
ness budgeting in the machinery of the 
National Soviet government, while in Italy 
the national government also directs and 
controls to a large degree industrial opera- 
tions. 

Belgium and Switzerland are also making 
some progress in the application of budget- 
ary procedures. Both countries were repre- 
sented by business leaders, two of whom 
presented formal papers on the program of 
the International Conference at Geneva, 
Switzerland, in 1930. 

Other countries represented in the con- 
ference were: Algeria, Argentina, Austria, 
Bulgaria, Canada, China, Hungary, Ireland, 


Italy, Japan, Lithuania, Netherlands, Po- 
land, Roumania, Czecho-Slovakia, Sweden, 
Spain, which is an indication that business 
budgeting has spread widely. This develop- 
ment has emanated mainly from the United 
States, and has spread to other countries 
through the medium of budgetary literature, 
produced in the United States. 

It is interesting to note for example that 
budgeting which originally came from Eng- 
land to the United States, and primarily of 
the governmental type, has the past fifteen 
years been transformed to the business field, 
and is now being carried back to England to 
be applied there also in the industrial field. 
Most writers on business budgeting in for- 
eign countries make frequent references to 
the success of business budgeting in this 
country, and recommend to business leaders 
of their own countries the adoption of simi- 
lar methods. 


CORRELATION ANALYSIS OF COST VARIATION 
J. DEAN 


of a standard-cost system, it is neces- 

sary to analyze the variance of actual 
cost from standard cost. Only by studying 
the causes for this variation is it possible to 
separate the variance which can be con- 
trolled! by the production department from 
that which can not. Such a separation will 
make it easier to assign that portion of the 
controllable variance to the particular in- 
dividual responsible for the variation. This 
paper suggests a method of isolating a por- 
tion of variance which is for the most part 
noncontrollable,? and, thus, of calling at- 
tention to that part of variance for which 
management can legitimately be held ac- 
countable. By means of multiple correlation 


T: MAXIMIZE the managerial usefulness 


1To be controllable variance must be capable of 
reduction and means of reducing it must fall within the 
jurisdictional domain of the executive held responsible 
for the variance. 

* The extent to which this statistically assignable 
variance is actually noncontrollable will be discussed 
in a subsequent section of this paper. 


analysis of past variance, the portion which 
can be related statistically to cost factors 
which are beyond the control of the produc- 
tion executives is isolated and subjected to 
numerical measurement. By this statistical 
segregation of presumably noncontrollable 
variance the portion of cost disparity which 
is most clearly a function of managerial ef- 
ficiency*® is dramatically brought to the at- 
tention of the executive so that it can be 
made the subject of a special investigation. 


METHODS 


The firm whose cost data was studied 
manufactures a wide variety of medium- 
grade furniture. For each article of finished 
product a standard cost is computed; this 


3 It is the contention of the author that cost variation 
in excess of that which can be accounted for by this 
statistical investigation is more likely to be attributable 
to the effectiveness of executives than that which has 
been measured statistically. This contention, which is 
almost of the order of an assumption, will be discussed 
in the third section of this paper. 
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figure is revised frequently to take into ac- 
count changes in production methods and 
changes in the prices of material and labor. 
The firm reports cost and output at two-week 
intervals. In gathering data for this study, 
the total standard cost of the output of each 
of 47 typical accounting periods, selected 
from the years 1932, 1933, and 1934, was 
computed. Then the actual cost of each of 
these accounting periods was compiled, and 
the difference between actual cost total and 
standard cost total for each period was ob- 
tained and was expressed as percentages of 
standard cost. These percentage departures 
were employed as the dependent variable in 
the graphic multiple correlation analysis. 
Three statistically measurable causes for 
these standard cost departures were used as 
independent variables in the analysis: out- 
put, X2 (expressed as a percentage of the 
rated capacity) ;* average size of production 
order, Xs; (expressed as the average number 
of the units of finished product per manu- 
facturing lot for the accounting period); and 
number of new styles produced for the first 
time during the accounting period, X45 A 
net regression curve was established for 
each of these independent factors.® 


FINDINGS 


Figure 1 shows these regression curves, 
together with the observations from which 
they were obtained. Each of these curves 
represents the average or typical relation- 
ship between one independent factor and the 
discrepancy between actual cost and stand- 


4As a common denominator for measuring the 
diverse output of this firm the deflated standard cost 
of the various products was used. By removing price 
fluctuations through deflation a strictly physical com- 
mon multiple was devised for summing the various 
items of finished product. The total deflated standard 
cost value of output was expressed as a percentage of 
total deflated standard cost value at rated capacity 
to obtain a measure of output. 

5 It is recognized that number of styles is a crude 
index of style change. An attempt to weight this index 
for the varying amount of production disturbance 
caused by each new style was not, however, successful. 

6 The method of graphic multiple correlation analy- 
sis is sufficiently well-known so that it need not be de- 
scribed in detail in this paper. Those unfamiliar with 
this simple and highly useful technique should consult 
Ezekiel, Methods of Correlation Analysis, Chap. 16, and 
L. H. Bean, “A Simplified Method of Graphic Curvi- 
linear Correlation,” Journal of the American Statistical 
Association, vol. 24, pp. 386-397, December, 1929. 


ard cost, in other words it indicates the 
standard cost variance which is attributable 
to one of the three independent variables. 
Signs of cost variance have been reversed 
on Figure 1 so that the curves indicate di- 
rectly the modification of the fixed standard 
cost which is required to bring it into line 
with the actual operating conditions of the 
period. Thus in the top section, since actual 
cost is typically about 50% above standard 
cost when the plant is running at 20% capac- 
ity, the standard should be reduced 50% to 
fit this operating condition.’ For cost control 
purposes, the significant information in 
Figure 1 is the departures of individual ac- 
counting periods from the norms set by the 
regression curve. These departures are of 
of great managerial concern for they indi- 
cate cost variance which is not due to the 
statistically treated operating conditions or 
to changes in price structure (since both 
these types of variance have been allowed 
for);® but are rather due to fluctuations in 
efficiency. Any accounting period which, 
when plotted against these regression curves, 
shows marked departure should, therefore, 
be made the subject of special investigation.’ 


7It is significant to note that actual costs do not 
typically go down to the level of standard costs until the 
firm is operating at 90% or more of rated capacity. This 
may mean that the entire level of standard cost is too 
low; that is to say, that the firm records unattainable 
goals rather than estimates of likely cost. This constant 
error does not affect the shape or the slope of the regres- 
sion curve, but only to intercept (general level.) It is, 
however, isolated by the curves as an element of vari- 
ance for which the production management should not 
be held accountable. 

8 Variance due to price changes was presumably re- 
moved by adjusting the standard cost of each item in 
response to changes in the prices of its labor and material 
ingredients. The relatively small proportion of variance 
which was accounted for by the correlation analysis 
may indicate that the effect of price fluctuations was 
only incompletely removed. 

® Variance attributed to output, size of lot, and 
number of new styles is, of course, due in part to man- 
agerial incompetence in adjusting costs to these altered 
operating conditions. But since this cost sluggishness 
was typically associated with these operating factors 
in the past, it may, therefore, for control purposes be 
regarded as primarily a function of the operating condi- 
tion. Moreover, it should be remembered that, for the 
most part, this statistically allocated variance is actu- 
ally noncontrollable. Not only are the operating condi- 
tions themselves beyond the control of the production 
management, but the short-period adjustment of cost 
to a conditions probably is largely beyond 
contro 
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To facilitate this type of cost control 


spaced readings taken from these regression 
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styles, the amount of standard cost variance 
Table I was constructed from regularly which is to be expected or countenanced. By 
entering this table at the particular com- 


MULTIPLE CORRELATION ANALYSIS OF VARIATIONS FROM STANDARD 

COST EXPRESSED AS PERCENTAGES OF STANDARD COST-—- 
WET REGRESSION CURVES FOR TWO INDEPENDENT FACTORS: 
OUTPUT (X,)» SIZE OF PRODUCTION ORDER (x,) 
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curves. This table shows for any given com- 


of output, size of production order, and new 


urve: bination found for the current accounting 
bination of operating conditions such as size period, the chief executive may determine 
in advance the allowable departure of actual 
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I 
CorRECTION oF STANDARD Cost VARIANCE BY ALLOWING FOR OPERATING CoNDITIONS 


Size of Production Order* 
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® Average number of cases per production order for the accounting period. 


b Number of new styles manufactured for accounting period. 
© Percentage of plant capacity. 


cost from standard cost. Any variance in ex- 
cess of this should be closely scrutinized. 

As an additional executive aid, Table II 
has been constructed. This table shows, for 
each accounting period used in the analysis; 
first, the expected deviation from standard 
cost which was estimated on the basis of the 
regression curves and second, the actual de- 
viation of the reported cost of this account- 
ing period from standard cost. The differ- 
ences between these two represent the excess 
standard cost variance which has not been 
accounted for by this statistical study of 
presumably noncontrollable variances. It, 
therefore, indicates the amount of variance 
which is primarily attributable to mana- 
gerial efficiency and for which some satis- 
factory explanation should be sought. 

In addition to establishing a quantitative 
average relationship between cost variance 
and each of three important operating con- 


ditions an objective criterion of the serious- 
ness of a departure was computed. Small de- 
partures from the curve norms may be at- 
tributed to chance and need not trouble the 
executives. But the large departures do 
warrant investigation. The dividing line 
may be drawn objectively by accepting the 
standard error of estimate as the criterion 
of significance. The chances are about two 
out of three that the cost variance of a par- 
ticular accounting period will not depart 
from the estimated variance made from the 
curves by more than 18%. Departures in 
excess of this amount certainly require in- 
vestigation. 

Two measures of the success with which 
standard cost variance was explained by the 
three operating conditions used as inde 
pendent factors were computed: the index 
of multiple correlation (.642), and the index 
of multiple determination (.411). The latter 
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CoMPARISON OF ExPEcTED STANDARD Cost VARIATION WITH ACTUAL VARIATION 
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figure indicates that less than half of the 
squared differences in standard cost de- 
partures are accounted for by the three oper- 
ating factors. The unexplained variance may 
be in part caused by incomplete removal of 
the effect of price changes; or it may be due 
tosymmetrically distributed errors in setting 
the standard cost of particular articles of 
product. But, in large part, the low cor- 
relation is probably attributable to the 
unusual responses of management to ka- 
leidoscopic changes in operating conditions— 
in short to the type of variation in mana- 
gerial efficiency which we are interested in 
isolating for further investigation. 


EVALUATION 


Certain objections may be raised to the 
method of analyzing standard cost variance 
which is proposed in this paper. It may be 
correctly contended that this procedure iso- 
lates numerically measurable variance, which 
may or may not be noncontrollable vari- 
ance. This method does not pretend to com- 
pletely separate controllable from noncon- 
trollable variance. Instead it separates off 
that portion of variance which can be as- 
sociated statistically with certain numeri- 
cally measurable operating conditions; i.e., 
rate of output, size of lot, and number of 
new styles. The conditions themselves usu- 
ally are beyond the control of the production 
department, but the adjustment which is 
made to these changed conditions is, of 
course, a function of management. Since the 
regression curves are based upon past re- 
actions of management to these conditions, 
these curves measure the average or typical 
ability of management to cope with these 
changes during the years 1932 to 1934. Thus, 
they reflect the level of past efficiency of 
management in dealing with changes in 
volume, size of lot, and number of styles. 

The so-called noncontrollable variance is 
thus really variance which has not been con- 
trolled in the past and which has fluctuated 
in @ regular pattern in response to changes 
in the measured operating conditions. If this 
variance is brought under better (or worse) 
control in the period being studied, the fact 
will be recorded as a departure from the 


norms set by the curves. The fact that the 
norms are based upon the efficiency of the 
management in coping with these conditions 
the immediate past should not detract from 
their usefulness as control devices, since past 
performance is a familiar and extremely 
practical criterion of efficiency. It may be 
asserted, as a second objection, that such an 
analysis merely measures but does not aid 
in controlling the variance which is attrib- 
utable to output, size of order, and num- 
bered new styles. This may be quite true 
although, incidentally, a knowledge of the 
costliness of fluctuations in exterior con- 
ditions such as these may prompt the exec- 
utives responsible for these conditions to 
stabilize them; study is not desiged to assist 
in controlling these conditions but rather to 
measure and remove their effect and then 
to isolate the variance which is due to other 
conditions which presumably can be con- 
trolled. A third objective, namely, that no 
attempt is made in this statistical procedure 
to trace the incidence of cost variance to the 
person responsible may also be conceded. 
The primary purpose of the statistical study 
to clear the way for a further tracking down 
of cost variance to the responsible person. 
An extension of this procedure to an analysis 
of the cost variance of particular depart- 
ments and of individual items of expense 
would, however, be of considerable assist- 
ance in tracing variance to individuals. By 
this means the portion of departmental cost 
deviation which is beyond the department 
manager’s control and which is subject to 
statistical treatment could be measured and 
removed. 

Fourth, it is stated that imperfections in 
the standard cost itself may be erroneously 
attributed to the influence of the inde- 
pendent factors used in the multiple cor- 
relation analysis. This is unlikely to be im- 
portant for if error is persistent and present 
in all standard costs it is allowed for in the 
constant term of the multiple regression 
equation. Thus, its obscuring effect upon 
the appraisal of management is removed but 
this constant error is not attributed to the 
independent variables. Errors in standards 
which are not constant on the other hand 
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are likely to be somewhat symmetrically dis- 
tributed with respect to the independent 
variables and, hence, are likely to have little 
effect upon this relationship. Still another 
set of objections which may be better justi- 
fied concern the limited accuracy of the 
adjustments suggested by the regression 
curves. It is true that these curves show 
only the average relationship, and it is im- 
portant that the limited reliability of this 
average be recognized. The curves are fre- 
quently only tenuously sustained by widely 
scattered individual observations. It should 
further be pointed out that these relation- 
ships hold true strictly only for the three- 
year period used in their determination. To 
employ the results for control purposes for 
subsequent periods involves the assumption 
that fundamental conditions have not 
changed sufficiently to invalidate these es- 
tablished relationships. In the third place, 
the choice of independent factors may not 
have been entirely satisfactory. Certain cost 
factors of considerable importance may have 
been omitted and certain factors which were 
included may really measure a complex of 
causes. Hazards such as these are part and 
parcel of any statistical investigation. No 
brief is held for the statistical significance of 
the findings of this particular study. It is 
presented merely as a suggested method for 
supplementing the present methods of ana- 
lyzing standard cost variance in the hope 
that controllable variance can by this means 
be better isolated and analyzed. 

Certain important advantages may be 
claimed for the methods suggested in this 
paper. Isolation of that portion of standard 
cost variance which can be explained on the 
basis of known relationships with certain 
numerically measurable cost conditions, 
will, it is hoped, provide a better starting 
point for tracing the incidence of control- 
lable variances to the individual responsible 
for them. It is clear, therefore, that this pro- 
cedure is not an alternative to the methods 
now used in analysis of standard cost vari- 
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ance but is rather designed to supplement 
and sharpen these tools. 

A second advantage enjoyed by this pro- 
cedure is that it facilitates the visual ad- 
ministration of a standard cost system. By 
plotting the cost variance of a current ac- 
counting period on Figure 1 the variance 
which is in excess of that attributable to the 
three operating factors stands out clearly in 
the graph as the departure of this accounting 
period’s cost from the graphically estab- 
lished norms. 

A third advantage which may result from 
this method is that it may bring to light 
serious cost variances which may otherwise 
go undiscovered because of two opposing 
cost tendencies which counteract each other, 
That is, a favorable change in the price of 
raw materials may balance an unfavorable 
change in managerial efficiency and result in 
a negligible departure of actual cost from de- 
flated standard cost. By using the proposed 
procedure the price variance, which has 
served, is removed by adjusting the standard 
cost to allow for it; this leaving the unfavor- 
able efficiency variance clearly in sight. 

Certain peculiar advantages may be re- 
alized by firms which have a very simple 
type of cost system. Such firms may find in 
this statistical analysis of variance a cheap 
substitute for the valuable control devices 
of a parallel current cost system and a com- 
prehensive flexible cost budget.: For firms 
which do not keep detailed current cost 
records to parallel the standard cost system 
a statistical analysis of variance provides a 
rudimentary causative explanation for 
standard cost variance not otherwise avail- 
able. For those firms which do not have a 
comprehensive flexible budget, such an anal- 
ysis provides an objective guide for modi- 
fying the fixed standard cost to take account 
of changes in rate of output and other cost 
conditions. The resulting flexible cost stand- 
ards are rough substitutes for a detailed 
flexible expense budget. 
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WHITHER ACCOUNTING? 


Harry D. KEerrican 


ward along several sectors. These 

may be referred to as (1) the pro- 
fessional field, (2) the field of private finance 
and industry, (3) the field of public finance, 
and (4) the educational field. 

Each of these sectors and their respective 
subdivisions have their own peculiar prob- 
lems to work out, so that the answer to the 
question raised in the title of this paper 
would seem to involve inquiry of each of the 
sectors along the broad front of accounting 
activity. It may be possible, however, to 
supply some hint as to “whither accounting” 
by confining this discussion to matters that 
are common to the whole of accounting 
work, instead of examining the detail de- 
velopments in the specialized branches. All 
the special fields are united in a common 
cause—to serve society in one or more of its 
many-sided activities. 

Participants in this work, whether prac- 
titioners or teachers, are in agreement as to 
the central, two-fold purpose of accounting: 


ey work today is moving for- 


(1) To exhibit the financial position of a 
particular unit of activity. The unit 
may be an individual, a firm, a cor- 
poration, a non-profit private institu- 
tion, or some division of government. 


(2) To exhibit the financial results of the 
particular unit over a length of time. 


All other purposes may be fairly sub- 
sumed under one or the other of these two 
and considered as auxiliary matters of vary- 
ing importance according to the time, place 
or peculiar requirements of a stated time and 
place. It is not desired here to underestimate 
the many aids to management and other 
special groups which accounting has fur- 
nished through analysis and interpretation 
of detail facts from which the two main 
summaries are prepared. Refined classifica- 
tions, use of averages, ratios, per unit 
figures, and cost and budgetary control, are 
examples of the variety of services rendered 
which are invaluable aids to the interested 
groups. All these and others not mentioned 


are, however, auxiliary to the principal 
functions stated. Diverse as are the phe- 
nomena with which accounting deals, its 
two major objectives predominate and give 
the entire field a definite unity. 

In reaching these objectives use is made 
of (1) a medium of expression, (2) a body of 
working principles, and (3) a technique. We 
turn now to examine these for concrete sug- 
gestions of the nature of accounting evolu- 
tion. 

As to the first, accounting like any other 
department of endeavor, uses a language by 
which to express itself. In the past this lan- 
guage has consisted of money figures, and 
the terminology of the market place. As to 
the figures, accounting will quite probably 
continue to use dollars and cents—money 
values—as the nearest practical measures 
of the economic values represented. This is 
not to say, however, that the future may not 
see the employment of a technique for cor- 
recting money values presented in account- 
ing statements in the end that the corrected 
money values may produce a more truthful 
picture. I am referring to the suggestions of 
Mr. H. W. Sweeney and other writers re- 
garding the utilization of correcting infor- 
mation, through techniques which they de- 
scribe, for the purpose of adjusting the 
results of orthodox accounting for the effects 
of currency inflation. The suggestions of 
these writers cannot be lightly dismissed. I 
do not wish to be an alarmist, but it is known 
to all of us that the Treasury of the United 
States possesses today some eleven and one- 
quarter billions of gold. This specie base, the 
largest ever in this country’s possession, can 
be used for a monetary and credit expansion 
which at its maximum could amount to sev- 
eral times that which prevailed in the late 
1920’s. If such an expansion comes to pass 
and is translated into a skyrocketing price 
level, the ways and means for allowing for 
the changing value of the dollar may gain 
wide application. 

The terminology of the accountant is 
drawn from that of every-day business. The 
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terms used are thus subject to usages as 
widely different as the circumstances and 
conditions of business under which they are 
applied. Jurists and writers in finance have 
not hesitated to take accountants to task 
for the lack of a clear and generally accepted 
terminology. One high authority in finance 
expressed his disgust in the following words: 
“‘No accountant has yet defined assets, lia- 
bilities, net income, depreciation (etc.), so 
that his definition has received general 
acceptance.” Inexactness of definition un- 
fortunately also reflects upon the report of 
the accountant’s findings. This led a jurist, 
faced with conflicting results presented by 
the accountants for each side of the case 
before him, to declare that the accountant’s 
presentation was “no more than evidential, 
being neither indispensable nor conclusive,” 
and that his decision “must rest on the 
facts.” 

The problem of an imperfect terminology 
is not exclusively peculiar to accounting; it 
is present in all fields of business. Concepts 
cannot be formulated “once and for all 
time”; neither can concepts be formulated 
at a stated time with the degree of precision 
realized in the sciences. This is because 
generalizations are difficult to make, and 
those that are made are subject to change. 
As put in the classic sentence, “A word is 
not a crystal, transparent and unchanged, 
it is the skin of a living thought and may 
vary greatly in color and content according 
to the circumstances and the time in which 
it is used.” That there is room for improve- 
ment, however, has long been recognized by 
accountants. It was realized that by specific 
limitation of the meaning of terms, the 
vocabulary of the accountant could be made 
more understandable, leading to lessened 
confusion and controversy. With this ob- 
jective in mind, the American Institute of 
Accountants appointed a special committee 
to see what could be done. This was in 1920. 
The results of the committee’s labors have 
been published from time to time, until to- 
day its glossary of accounting terms has 
reached a formidable stage of development. 
The work is of course of a continuing nature, 
requiring the additions of new terms and the 


modification or elimination of the stated 
meanings of old ones, if the list is to be kept 
abreast of the times. 

Turning to accounting principles, it may 
be asked, how do they originate? What 
makes some of them long observed in prae- 
tice, while others are modified or even dis- 
carded over the years? Accounting prin- 
ciples are by and large the conventionalities 
of better business practice. By better busi- 
ness practice is meant the kind of practice 
which has as its point of view the demand 
for and report of truth. This is the point of 
view that underlies the practice of the more 
enlightened business concerns. Such con- 
cerns supply the leadership to the business 
community; they usually are in the major- 
ity. 

To understand the changing character of 
the working principles of accounting, it is 
again necessary to refer to “better business 
practice,” this time to its evolutionary na- 
ture. Several factors are ever active in assur- 
ing that better business practice is con- 
stantly on the ascendancy. (1) Competitive 
conditions tend to make survival difficult for 
those who are continually taking the long 
end of the “give and take” of everyday 
business. (2) Responsible professional groups 
slowly but surely enforce ethical standards 
of practice of their members, which are 
bound to react in a wholesome way upon 
the business served by such members. (3) 
The educational process, whether it be 
formalized as in the work of the universities, 
or informal as in the work of speakers and 
writers, addressing the community-at-large, 
who are imbued with a sense of fealty to the 
public interest. (4) Direct governmental 
regulation, always somewhat tardy, but 
eventually making its strong arm felt. 

A number of implications are evident in 
the foregoing treatment of the nature and 
changing character of the principles which 
guide the accountant in his work. 

In the first place, accounting is a medium 
for fact analysis. The steps in the analysis 
include (a) a preconceived notion of classif- 
cation, based on the known needs of the 
time and place, and (b) the work of classify- 
ing, assembling, measuring and exhibiting 


in 
fea 
litt 
ce 
of 
sit 
fo 
th: 
to 
tre 
q 
co 
re 
an 
of 
ler 
| fre 
of 
co 
se 
m 
eq 
da 
Pp 
b 
0 
i 
re 
t 
is 
a 
h 
la 
8] 
re 
t 
t 


Whither Accounting? 


in varying details the facts involved. A basic 
feature is that the end results contain as 
little of the animus of the accountants con- 
cerned as is humanly possible. This feature 
of impartiality is not weakened by a neces- 
sity often faced by users of accounting in- 
formation, namely, to recast this item or 
that, or perhaps a whole statement, in order 
to reveal a specific end in mind. To illus- 
trate, an investment adviser may, in his 
quest of the dividend paying ability of a 
company, reprice some of the noncash cur- 
rent assets appearing on the company’s bal- 
ance sheet if such a procedure, in the mind 
of the analyst, clarifies his particular prob- 
lem. A further illustration may be borrowed 
from the sister field of statistics. The user 
of statistics may, for his particular problem, 
correct a given statistical time series for 
seasonal fluctuations, but such an adjust- 
ment in no wise reflects, if other things are 
equal, upon the reliability of the original 
data. 

A second implication is that the working 
principles of accounting, being based on 
business practice, are continually in a state 
of flux. There are remarkably few constants 
in this field if by the term “constants” we 
refer to its meaning in the sciences. The few 
that exist are little above the level of tru- 
isms. Constantly being modified and re- 
shaped in the changing processes of human 
activity, the working guides of accountants 
have little resemblance to the inexorable 
laws of physics or chemistry. To describe the 
working principles would require taking 
stock of them, and this, like any other in- 
ventory problem, must always be made with 
reference to a specific time and place. For 
this reason, it appears less important what 
these principles are at a stated time than 
what their trend is over the years. 

If accounting is primarily an_ instru- 
mentality for fact analysis, and if its guiding 
rules are always in a state of flux because 
the facts it reports are ordered in time and 
hence always new, it follows that for a given 
time and place, its maximum usefulness lies 
in full disclosure of the information it has 
marshalled. This belief doubtless motivated 
im part the enactment of the recent federal 
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securities legislation and the promulgations 
of the commissions created by such legisla- 
tion. These official agencies of course are 
simply accelerating the work of other active 
forces already enumerated earlier in this 
paper. It may accordingly be stated that the 
only just basis for criticism of the products 
of the accountant’s work, given a certain 
level of competence, is the charge of incom- 
plete disclosure of material facts pertinent 
to the making of business decisions. For in- 
vestors contemplating the purchase of se- 
curities newly offered, this would mean the 
decision to buy or not to buy. For investors 
already in possession of securities, or for in- 
vestors considering the purchase of securi- 
ties already issued, the decision to “buy, 
hold or sell” would be involved. The stand- 
ard of reasonableness of disclosure of ma- 
terial facts is uncertain, but it is not im- 
possible of determination on the basis of the 
consensus of impartial judgment. To illus- 
trate, the fiscal report of a corporation may 
be said to have made full disclosure of ma- 
terial facts if it shows (1) a certain figure for 
the inventory, (2) the breakdown into ma- 
terials, partly finished and finished stock, 
(3) the price basis used, (4) if a valuation re- 
serve is created, the nature of the charge 
setting up the reserve, and finally (5) 
whether the inventory is or is not net of the 
reserve. 

Finally, accounting in its turn has an up- 
lifting effect upon business practice by mak- 
ing malpractice unable to stand for long the 
light of accounting publicity. The relation- 
ship between business and accounting is 
thus two-directional: better business prac- 
tice is the source of improved accounting 
and reporting practice; but improved ac- 
counting and reporting practice makes it 
difficult for those business practices to con- 
tinue which cannot stand the light of ac- 
counting publicity and thereby contributes 
toward the ascendancy of better business 
practice in the march of time. 

A third item employed by the accountant 
is technique. This technique consists of the 
double entry method and various types of 
records and recording devices. The double 
entry method has won a permanent place in 
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the technical structure of the accountant’s 
work. In the past it was not uncommon to 
find accountants who, not having an ade- 
quate grasp of the nature of the structure, 
sought to treat it as an end in itself. The 
fact that an equation consisting of numerical 
values was the origin and goal of all trans- 
action analysis for purposes of recording, 
and the fact that the two sides of the equa- 
tion must always balance, made it easy for 


PROPERTY ACCOUNTS 


Rosert P. 


BSERVATION of actual practice in 
Q) municipal accounting has shown 

that fixed assets are very often not 
carried on the books, especially in small 
cities. This tendency is generally true of all 
municipal fixed assets except those that are 
used in the operation of municipally owned 
utilities. The remarks in this paper there- 
fore are directed toward those fixed assets 
of a municipality not used in utility opera- 
tion. In some municipal accounting systems 
which may be considered entirely adequate 
from all other points of view, the fixed assets 
do not appear in the records. This statement 
refers to the lack of property accounts, and 
not to inventories and lists of municipal 
property items which are sometimes found 
but are not made a part of the accounting 
system. The importance of frequent in- 
ventorying is not to be minimized, but this 
does not take the place of proper accounting 
for these assets. 

There are some practical reasons for the 
existence of this situation. These may be 
discussed under the heads of municipal 
credit, depreciating value, and replacement. 
In the first place, when a major fixed asset 
is acquired by a municipality it is usually 
financed through a bond issue. The security 
for these bonds is most often the general 


1 See the treatment of this subject in Introduction to 
Municipal Accounting, Lloyd Morey; also Municipal 
Funds and Their Balance Sheets, Bulletin No. 5, Na- 
tional Committee on Municipal Accounting. Further 
treatment of the same subject may be found in the works 
of Seideman ahd Willoughby. 
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the unwary to adopt such an attitude. Im- 
proved teaching methods and better ae. 
counting texts have alleviated this problem 
materially. The function of records and re- 
cording devices is obvious to all of us. Ameri- 
can ingenuity has outstripped other nations 
in the development and refinement of ree- 
ords and recording devices, including me- 
chanical devices. American leadership in 
this respect will undoubtedly continue. 


FOR MUNICIPALITIES’ 


HACKETT 


credit of the city. This credit is based upon 
the city’s taxing power. Practically never 
will the asset obtained be the security for 
the debt. There is no necessity then for 
carrying the fixed asset on the books in order 
to show the security for an outstanding debt. 
Simply stated, the bondholders in such a 
case do not look to the value of the asset for 
their final security on the debt. They look 
to the taxing power of the municipality 
which seldom fails to consummate its pur- 
pose. In the case of a private concern the 
income is not as certain a thing as taxes are 
for a governmental unit. If income of a 
private concern fails the bondholders expect 
to be repaid through proper disposition of 
the asset. The bondholders of a municipality 
are not so concerned over the possibility of 
a failure in tax collection. As a result, there 
has been no pressure from the bondholders 
for showing the fixed assets on the books of 
the municipality for purposes of security. 
In the second place, the declining value of 
the asset need not be recognized by the 
municipality in its books of account. This 
condition relates very closely to an argu- 
ment for the omission of depreciation, but 
also bears upon the practical reason for 
omitting the asset. The question of account- 
ing for depreciation of fixed assets for mu- 
nicipalities is a subject in itself which will 
not be discussed here. The declining value 
of the fixed assets need not be reflected at 
all in the accounts since their replacement 
does not have the same effect upon the 
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fnancial condition of a municipality that 
it does on a private concern. When the asset 
is beyond use, it is disposed of and a new 
asset obtained, perhaps through a new bond 
issue. Moreover the bondholders are not 
concerned over the declining value of the 
asset. As has been indicated earlier the asset 
is usually not their security. The only prob- 
lem which might arise at replacement date 
would be that involving a bond limitation 
which had already been reached, and the 
solution of this problem would be the same 
regardless of the recognition or non-recog- 
nition of depreciation, unless a depreciation 
reserve had been funded. Moreover, there 
would be no pressing need for keeping the 
declining asset value on the books. 

Further, the payment of the bonds would 
not depend in any way upon the value of 
the fixed asset, but entirely upon the taxing 
power of the municipality. This relates very 
closely to the ability of the municipality to 
float bonds and the relation of the general 
credit of the city mentioned above. 

In summary, then, at least part of the 
reason for the failure of municipalities to 
carry their fixed assets upon the books is the 
fact that no pressure is brought upon them 
to do so, because the financial condition of 
the city at the time of issuing the bonds, 
during the life of the bonds, and at the time 
of payment of the bonds, is not dependent 
upon the value of the fixed asset involved. 
In other words, from the financing point of 
view, there is nothing which causes the 
municipal officials, bondholders, or general 
public to need property accounts. 

Regardless of the weight of reasons or 
excuses as indicated above, it should be 
recommended that for the purpose of good 
and complete accounting records, if for no 
other reasons, the fixed assets should be 
shown in the accounts of the municipality.? 
This is exceedingly important from an his- 
torical point of view. Any accounting sys- 
tem that does not at least present a com- 
plete and accurate historical record fails in 
a requirement which may be considered 


*Some authorities recommend ‘against this. See 
ey, Francis, Principles of Governmental Accounting 
and Reporting. Page 232. 
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fundamental. There is no reason why a 
proper set of municipal records should not 
follow this basic requirement of any good 
accounting system. 

Another very important reason for carry- 
ing fixed assets in the records is that of 
proper control. It is evident that no control 
can be exercised over fixed assets if adequate 
accounts are not kept. It does not seem to 
be a point for argument that the large values 
represented in fixed assets of municipalities 
necessitate complete control. One of the 
weaknesses of many municipal sets of rec- 
ords in the past has been a lack of control. 
Most cities exercise a more or less definite 
control over all expenditures. If these ex- 
penditures be in the nature of expenses a 
record is kept for various purposes. If, for 
example, securities are purchased a rather 
complete control is exercised over these 
securities. Frequently, however, when a 
fixed asset is purchased, control stops and 
after a period of years this lack of control 
has made dissipation of the asset for any 
and various reasons a possible and, who can 
say, a not infrequent occurrence. This 
feature of control is no more plausibly elim- 
inated in the case of fixed assets than it is 
in the case of any other expenditures. From 
the point of view of completeness, historical 
value, and control it seems that our best 
decision would involve the inclusion of fixed 
assets in the records of a municipality. 

If fixed assets are to be shown on the 
records, two questions must be answered. 
First, where and how shall those assets be 
shown, and second, shall they be depreciated 
as in industrial accounting? The main pur- 
pose of this treatise is to discuss only the 
first of the two questions. 

In determining where fixed assets shall be 
shown in the accounts of a municipality it 
must first be recognized that the accounts 
of a city are distinctly divided into a series 
of funds, each of which is self balancing 
within itself, and each of which may be 
clearly defined as to purpose. The problem 
of placing the fixed assets in the accounts 
may first be divided into two parts. Shall 
the fixed assets be placed in an existing fund 
or shall a new set of accounts, a separate 
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fund, be created for the fixed property? As 
has already been indicated, the accounts of 
municipalities are divided into distinct funds 
with well defined purposes. In general, none 
of these existing funds has the purpose of 
recording fixed assets. The general fund and 
the special funds are expendable revenue 
funds so that property accounts cannot 
logically come under their scope unless their 
definition and purpose are somewhat 
changed, because such assets cannot be re- 
duced to cash and made available to meet 
expenditures. Other recognized funds do not 
admit the inclusion of property accounts 
without the change of the generally recog- 
nized purpose of the funds. There may be 
a close relationship between some of these 
funds and the property accounts, but never- 
theless the strict interpretation of the fund 
purpose would not include the fixed assets. 

The bond fund is set up primarily to record 
properly the proceeds from bond issues. 
Trust funds are used in order to keep accu- 
rate records of funds held in trust by the 
municipality. Working capital funds find 
their purpose in the handling of revolving 
amounts set aside for particular purposes. 
Assessment funds are used to care for those 
transactions relative to local improvements 
which are to be paid for out of special assess- 
ments. Sinking funds have as their major 
purpose the payment of bonds and the 
accumulation of funds for this purpose. The 
general fund and the special revenue funds 
are all expendable in nature, their purposes 
being the collection of revenue and its ex- 
penditure for designated purposes. Each of 
these funds has a definitely designated pur- 
pose which does not admit the property ac- 
counts. It is not our intention to convey the 
idea that absolute agreement is found among 
the authorities on the purposes of the various 
funds indicated above. It is apparent, how- 
ever, that if the property accounts were in- 
cluded with any fund the purpose of that 
fund would have to be broadened and would 
probably become dual in nature, for each 
fund has a purpose which does not include 
the item of property accounts, unless such 
provision is superimposed on another pur- 
pose. To avoid confusion of purposes it is 


certainly desirable to set out a definite pur. 
pose for each fund and not attach other pur. 
poses simply because it seems convenient. 
It seems that a singleness of purpose for each 
fund would avoid confusion, and would not 
cause a great deal more accounting. 

To set up a separate fund or set of ae- 
counts for fixed assets owned by a munici- 
pality would be an exceedingly simple mat- 
ter. The most difficult part of the whole pro- 
cedure would be the establishment of values 
to be set up for the various properties, as- 
suming that no records have been kept in 
the past. After a careful appraisal has been 
made and as accurate an inventory as pos- 
sible of the city’s fixed assets has been set 
forth, a subsidiary record should be set up 
showing all of the details relative to each 
fixed asset. This subsidiary record would 
then become the basis for setting up the 
property accounts in the general ledger asa 
separate fund. The total of these fixed assets 
would be obtained for use as outlined below. 
One other set of figures would have to be 
obtained before the new fund could be set 
up. The bonded indebtedness which resulted 
in the acquisition of these fixed assets must 
be known. The records of most municipali- 
ties are such that this figure would not be 
difficult to obtain. Care must be taken to 
exclude from this total certain types of 
bonded indebtedness. In general, two classes 
of bonds must not be included. These are 
special assessment bonds, and funded deficit 
bonds for expendable revenue funds. 

With the determination of the two 
amounts mentioned above, the total value 
of the fixed assets of the municipality, and 
the total bonded indebtedness as limited 
above, the property accounts may be set up 
as a separate fund. Let it be emphasized 
first that both of these totals which will be 
carried in the general ledger are controlling 
accounts, the details of which will be carried 
in subsidiary ledgers and records. The total 
of the property will be the major asset in 
the fund. This account will be offset by an 
account called, perhaps, Surplus Invested In 
Fixed Assets, which will appear, of course, 
on the right side of the balance sheet. The 
major liability in this group of accounts will 
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be the Bonds Payable. This will be offset by 
an account which may bear a name indicat- 
ing the power to collect taxes to pay off the 
bonds, perhaps Future Taxing Power. The 
balance sheet of such property accounts 
might be represented by the following: 
BaLaNce SHEET—PROPERTY ACCOUNTS 


Fixed Property 
Future Taxing Power 


Bonds Payable 
Surplus Invested in Fixed Assets 


The treatment shown here is somewhat 
different than would be accepted in most 
commercial or industrial cases. In such cases 
the bonds would partially offset the asset 
values, but in the case of a municipality, as 
has been indicated earlier, the bonds do not 
have the security of the asset involved, nor 
do the bondholders look to the asset for 
satisfaction in the payment of the bonds. In 
truth the foregoing balance sheet sets forth 
the facts. Full ownership of the property is 
in the municipality, while the asset which 
secures the bonds is that taxing power of the 
city which is not enjoyed by the industrial 
concern. There seems to be no disadvantage 
in carrying fixed assets in the above manner 
and it may most certainly be recommended 
in that it does not confuse the purpose of 
any other fund. 

Many other suggestions have been made 
for the carrying of fixed assets. Some of 
these suggestions embrace combinations 
with the general fund, the bond fund, the 
sinking fund, or the special assessment fund. 
The suggestion made for inclusion with the 
general fund involves the separation of the 
general fund into two sections, a current 
section and a fixed section. The accounts and 
the balance sheet would both preserve the 
dual section idea. If, however, the property 
accounts are kept in a separate section of the 
general fund, it seems that no additional 
burden would be involved in keeping such 
accounts entirely separate. If they are to be 
kept separate within the fund it seems that 
complete segregation is advisable. The only 
apparent advantage in carrying the accounts 
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as a separate section of the general fund 
arises when it is desired to omit the fixed 
assets and carry only the bonds payable, 
offset by taxing power. In such a situation 
it would not be wise to set up property 
accounts, but this advantage is entirely 
beside the point, for it omits the fixed assets 
themselves, the inclusion of which is the 
basis of this subject. 

To include the property accounts with any 
other fund destroys the singleness of purpose 
of that fund and is not desirable. The pur- 
poses of certain other funds were outlined 
briefly earlier in this article. Let us review 
them here in the light of what has been said 
in regard to a separate set of accounts for 
property. The purpose of a bond fund is to 
record the proceeds of bond issues and the 
expenditures of those proceeds for a desig- 
nated purpose. When this has been accom- 
plished the fund has served its purpose. The 
bond liability is incurred when the proceeds 
are received, the assets arise out of the ex- 
penditures of the proceeds, but since the 
bond fund cares for a series of temporary 
situations, it seems that the issue should not 
be confused by encumbering that fund with 
comparatively permanent items, such as 
fixed assets. 

The purpose of the sinking fund is to 
accumulate funds for the payment of sub- 
sequently maturing obligations. The in- 
clusion of fixed assets in such a fund seems 
to be entirely foreign to the duties of the 
fund. The problems of this fund involve the 
accumulation and investment of cash and 
securities which will eventually be expended 
in the payment of municipal obligations. 
Although the obligations which are to be 
paid by sinking fund accumulations may 
have been issued to obtain the fixed assets 
which are in question here, the relationship 
is more forced than real if we give due re- 
gard to fund purposes. It certainly is less con- 
fusing if each fund purpose is set out defi- 
nitely and does not have a number of 
auxiliary objects. The sinking fund is pri- 
marily a fund with an investment problem 
attached to it, and should not be confused 
with the permanent assets of the munici- 
pality. 
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The author has no knowledge that fixed 
assets are ever included with trust funds or 
working capital funds except where a fixed 
asset is held in trust, and for that reason it 
seems unnecessary to advance any argu- 
ments here for their exclusion from such 
funds. Under those conditions it is obvious 
that such a procedure has no relationship to 
the thesis of this discussion. 

It has sometimes been indicated that 
property accounts may well be included 
with assessment funds. Such funds have 
caused as much financial trouble for munici- 
palities in the past few years as ever before. 
This fact has been generally true. It does 
not seem at all logical to confuse funds which 
have already been overburdened with finan- 
cial problems by adding the property ac- 
counts to them. It does not seem that there 
is any relationship between fixed property 
held by the municipality in full ownership, 
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and that which is being financed by the 
benefited property owners. The special as- 
sessment funds have as their purpose the 
keeping of proper records surrounding the 
issue of bonds, payment to contractors, 
collection of assessments, and payment of 
special assessment bonds and interest, all of 
which are connected with construction of 
various types entered into by the city which 
will eventually be paid for by the benefited 
property owners. Fixed property values are 
outside the generally accepted purpose of 
such funds. 

In summary, let it be said that munici- 
palities should keep fixed property accounts 
for the sake of control, historic value, and 
completeness; and that these property ae- 
counts should be kept in a separate set of 
balanced accounts to preserve their unity, 
and to maintain the fundamental purpose 
of other funds already in existence. 


CONVENTION REPORT 


American Accounting Association 


Proceedings of the Twenty-First Annual Convention 
Chicago 


HE TWENTY-FIRST annual convention 
| ‘of the American Accounting Associa- 
tion was held at the Stevens Hotel, 


Chicago, Illinois, on December 28-29, 1936. 
The program was as follows: 
Monday, December 28, Morning Session 
General Topic: Whither Accounting? Chairman, 
E. L. Kohler, President 
Addresses given by— 
Fayette H. Elwell, “The Role of Accounting in 
the Future of Business” 

Harry D. Kerrigan, “Whither Accounting?” 
Monday, December 28, Afternoon Session 
General Topic: Roundtables on Accounting In- 

struction; Chairman, Ralph C. Jones, Yale 
University 
2:00 to 5:30 p.m. Methods and Objectives of the 
First Course in Accounting, Ralph C. Jones, 
Leader 
2:00 to 5:30 p.m. Practical Problems for the Ac- 
counting Instructor, H. W. Bordner, Leader 
(Disclosures to investors in income accounts; 


problems of depreciation; methods of inventory 
valuation; problems of deferred charges; parent 
and subsidiary accounting and consolidations; 
uses of contingency reserves; audit problems) 


:00 to 3:30 p.m. Trends and Practices in Cost- 
Accounting Instruction, Wyman P. Fiske, 
Leader 

(Objectives; lectures vs. discussions; case meth- 
od vs. textbooks; large vs. small sections; teach- 
ing devices; examinations, reports, etc.; teach- 
ing of business practices and procedures; grad- 
uate work in cost accounting; policy aspects of 
cost accounting) 

Discussion by W. B. Lawrence, C. B. Nicker- 

son, and Howard C. Greer 


:30 to 5:30 p.m. Internal Control in Business in 
the Accounting Curriculum, J. Brooks Heck- 
ert, Leader 

(How and to what extent should instruction in 
internal- or accounting-control methods be in- 
troduced in beginning courses? The content, or- 
ganization, and methods for special courses in 
accounting controls) 
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Discussion by Messrs. T. W. Leland, William J. 
Burney, R. M. Mikesell, Harvey G. Meyer, 
F. W. Woodbridge, C. K. VanSickle, H. F. 
Taggart, H. H. Bailey, Louis O. Foster, John J. 
Reighard and Leo A. Schmidt. 


Tuesday, December 29, Morning Sesston—QJoint 
Meeting with American Economic 
Association 
General Topic: Concepts of Capital and Income; 

Chairman, Stanley E. Howard, Princeton 
University 
Papers were read by— 

Frank A. Fetter, ““Reformulation of the Con- 
cepts of Capital and Income” 

A. C. Littleton, ““Concepts of Income Under- 
lying Accounting” 

Dr. John Bauer, ““The Concepts of Capital and 
Income as Related to the Regulation of Pub- 
lic Utilities” 

Tuesday, December 29, Afternoon Session 
General Topic: Accounting Principles; Chairman, 
Howard C. Greer, University of Chicago 

Papers were read by— 

C. Rufus Rorem, “‘A Critique of the Tentative 
Statement of Principles Published by the 
Executive Committee of the American Ac- 
counting Association in 1986” 

Carman G. Blough, “The Need for Accounting 
Principles” 

Paul L. Morrison, ““The Interest of the Inves- 
tor in Accounting Principles” 


Meeting of the Executive Committee 


The regular meeting of the Executive 
Committee was held on December 27, 1936 
in the Stevens Hotel, Chicago, Illinois. Those 
present were Messrs. Kohler, Littleton, 
Stevenson, Greer, Newlove, Dohr and Tay- 
lor. Present by invitation, and as members 
of the Nominating Committee for the 1937 
officers, were Messrs. Scovill and Rosen- 
kampff. 

The meeting was thrown open to a discus- 
tion of the aims and objectives of the Asso- 
ciation and the accomplishments during the 
year 1936 for the benefit of the Nominating 
Committee in the selection of officers for 
the year 1937. 

Action was taken approving the payment 
of the Secretary’s compensation of $350 for 
the year. 

The Executive Committee and its guests 
of the morning continued the discussion of 
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the aims and objectives of the Association 
at a luncheon meeting. The afternoon session 
consisting of the Executive Committee and 
certain invited guests was devoted to the 
discussion of the Educational significance 
of the “Tentative Statement of Accounting 
Principles Underlying Corporate Financial 
Statements.” Those present were Messrs. 
Kohler, Littleton, Stevenson, Greer, New- 
love, Dohr and Taylor. Present by invitation 
were H. G. Meyer, Tennessee; F. W. Wood- 
bridge, So. California; Stanley Howard, 
Princeton; H. T. Chamberlain, Loyola; A. 
G. Rosenkampff, New York University; 
Sidney Winter, Iowa; DR Scott, Missouri; 
H. C. Miller, Ohio State; D. Himmelblau, 
Northwestern; H. T. Seovill, Illinois; R. C. 
Jones, Yale. 

The matters discussed during the meeting 
were: 


1. “Is the Association in a position to 
exercise educational leadership in accounting 
matters?” 

2. The publication of worth-while mono- 
graphs. To this end, it was decided to at- 
tempt to create interest in the Life Member- 
ship in the Association, provided for in the 
by-laws by a payment of $100. Five such 
life memberships were promised by the fol- 
lowing: 

H. T. Scovill 

E. L. Kohler 


H. T. Chamberlain 
A. H. Rosenkampff 
H. C. Greer 


In order to increase the scope of usefulness 
of the Accountinc REvIEw, it was voted 
to ask the authority of the membership to 
reduce the subscription price for club mem- 
berships of ten or more copies to sixty cents 
per copy. 

Some discussion was had of a proposal to 
increase the membership fee to five dollars a 
year. Since considerable sentiment was 
voiced against the proposal, it was decided 
not to recommend the introduction of such 
a motion in the meeting of the members. 

The remainder of the meeting was devoted 
to an expression of opinion by the guests of 
the afternoon as to the statement of princi- 
ples enunciated by the Executive Committee 

The meeting adjourned at five P.M. 
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Business Meeting of the Association 

The business session was called by Presi- 
ident Kohler at 8:00 p.m. on Monday, De- 
cember 28. 

The first order of business was the reports 
of officers. President Kohler, after devoting 
some time to a discussion of the develop- 
ment and activities of the Association during 
the year, made the following additional re- 
marks: 

“T conceive it to be the function of this 
Association to promote the development of 
accounting theory. Accounting has one char- 
acteristic, at least, in common with law. Its 
practitioners who serve the public tend to 
dominate the field and are assumed to be 
those who have reached the pinnacle of pro- 
fessional attainments. Although dedicated 
to the service of the public, they devote their 
energies to clients who can at the most rep- 
resent but a small section of the public and 
whose activities at times may conflict with 
the public’s best interests. Accountants in 
public practice have not yet reached the 
point where, like lawyers, they can engage 
in civic projects or in politics without the 
loss of prestige; but this deficiency, if any, 
is more than offset by two virtues which 
their legal friends cannot claim: first, their 
certification of financial statements is 
weighted down by the knowledge that they 
are addressing and are in some ways re- 
sponsible to the world; and second, the 
schools that teach accounting have not been 
unduly influenced by practitioners demand- 
ing that only practical courses be taught. 
We may ask with President Hutchins, 
where is the law school that teaches juris- 
prudence? But we will look long to find the 
school that prepares only for the public 
practice of accounting. 

“Accounting instructors have still the 
whole field before them and, for the sake of 
their potential influence in that field, it be- 
hooves them well jealously to maintain that 
large perspective. Not only should the inde- 
pendent development by them of accounting 
theory be encouraged, but public practice 
should be constantly before them on the dis- 
secting table, its motives and conventions, 
its aberrations and accomplishments thor- 


oughly comprehended, its weaknesses dis- 
closed, and correctives suggested. The re- 
lations which the practitioner maintains be- 
tween himself and his client are no longer 
matters of private arrangement between 
them; they are freighted with a public in- 
terest and have, therefore, a significance that 
lends itself well to the classroom. 

“*A special aid in the classroom viewing of 
public practice lies in the Federal Securities 
Acts. More than any other influence in re- 
cent years, these acts forced in a compara- 
tively few months the adoption of standards 
of practice and of statement presentation 
which years of committee work within the 
profession were wholly unable to accomplish. 
The results have not in many particulars 
been the happiest, but they have made 
direct comparisons available which have not 
heretofore been possible. What is more, 
these results in the form of financial exhibits 
in prospectuses can be easily obtained for 
classroom study and for purposes of re 
search. 

“T hope that accounting instructors will 
come to recognize that the difference, if 
any, between the theory and practice of 
accounting lies principally in the expedients 
which practitioners are prevailed upon to 
adopt in the interest of prompt disposals of 
cases. I hope too that instructors will look 
forward to the reduction of the frequency 
with which these expedients are adopted, 
and that they will not be misled into thinking 
that good judgment based on mature exper 
ence necessarily offers the most effective 
safeguard to the profession, especially 
where that experience is born of daily com- 
promises with good theory. Good practice 
is susceptible of classroom analysis and a& 
similation; where it is said that a give) 
situation cannot be reduced to classroom 
material, there may be implied the admit 
sion that the theory which has generated the 
situation is bad and needs correction. 

“The need for the promotion of goa 
theory has never been greater, and it 8 
definitely a challenge to the accounting i 
structor to furnish it. 

“There are other reasons why the develop 
ment of accounting theory needs 
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study and supervision. Let us imagine the 
relation of accounting to socioeconomic 
problems. That relation may be more real 
and more immediate than has generally 
been imagined. We will probably not dwell 
forever in the atmosphere of mixed notions 
underlying our national economic successes 
or failures, and underlying the legislation 
that seeks to insure the one and eliminate 
the other. The time will be reached when the 
distribution of income and the wealth that 
produces it will be national problems to be 
solved through direct procedures rather 
than through the indirect process of taxa- 
tion. When that time comes, it is not un- 
likely that the controls which accounting 
affords will be employed. Cost, the technique 
of which has already been well developed 
by accountants, will be the principal control 
and will be utilized to reduce speculative 
and windfall profits and to maintain values 
and prices at constant levels. Intangible 
costs and values will disappear, for profit, 
limited to a reasonable return on invest- 
ment and risk, will tend to become a cost 
and will no longer be confused with relative 
economic advantage or preference. Com- 
pensation of management will be main- 
tained at predetermined levels. The residual 
in a statement of profit and loss may be 
attributed to labor or to government rather 
than to certain classes of investors, as at 
present. Appraisal values of fixed assets 
exceeding costs will have disappeared, if 
they have not done so already, because their 
recognition will be judged as producing un- 
healthy accentuations of upward price 
trends. Rather than a stabilized accounting 
we shall have a stabilized economic structure 
created through an uniform application of 
a controlled cost: a structure built and main- 
tained by accounting and accountants. 
“Perhaps the sort of thinking in which I 
have just indulged has occurred to most of 
us. Perhaps it suggests the growth of a 
culture which for want of a better name 
might be called an accounting culture. If we 
do not actually reach this fanciful stage of 
development we will in all probability ap- 
proach it; in almost any conceivable event 
new burdens will rest on the accountant, for 


new accountabilities will constantly be de- 
manded of business.” 


Report of Secretary-Treasurer 


Secretary-Treasurer Taylor discussed the 
activities of the Executive Committee dur- 
ing the year 1936 and in addition presented 
the following report of membership and the 
financial condition of the association: 

American Accounting Association 
Analysis of Membership 
For the Year Ended December 31, 1936 


Number of members at December 31, 1935. 
New Members: Secured in 1935 starting in 


Balance, membership at December 31, 1936 
Balance Sheet—December 31, 1936 


Dues receivable, less reserve of $175.00.... 
Subscriptions receivable, less reserve of 


Advertising accounts receivable 
Office equipment 


Total assets 


$1,577.05 


DEFERRED INCOME AND EARNED SURPLUS 


Subscriptions 
Earned surplus— 
Balance, December 31, 1935... $970.20 
Net income 1936 148.50 1,118.70 


Total deferred income and earned sur- 
$1,577.05 


Statement of Income and Expense 
For the Year Ended December 31, 1936 
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Accountine Review 

Executive Committee Expense 

Printing, Postage, and Stationery......... 
Clerical Expense 

Secretary’s Compensation 

Provision for Reserve for Bad Debts—Sub- 


Miscellaneous Expense 
Auditing Expense, 1935 
Charter and Filing Fee 
Miscellaneous Expense 


Total Expense 


Net Income 


Report of Director of Research 


A. C. Littleton, Assistant Director of 
Research, presented the following report on 
research work: 

“This report of the status of research 
work which the executive committee has 
encouraged during the past year and planned 
for the future is presented on behalf of 
Professor Paton who, as Director of Re- 
search, has been largely responsible for 
whatever vision it may have. It is indeed 
regrettable that circumstances prevent him 
from presenting this report in person. I 
shall try to make clear in the text what 
portions are my own personal opinions. 

“The executive committee, in its work 
throughout the past year, has sought to 
avoid a conception of the Association merely 
as a group of teachers concerned with in- 
structional problems and content of courses 
—although those matters must never be re- 
moved from our consideration. Likewise it 
has sought to avoid focusing our activities 
exclusively upon professional technics and 
standards of admission to public practice. 
Rather the committee has sought to con- 
sider the Association as a scientific society 
in the sense that the American Economic 
Association, the American Statistical Asso- 
ciation and others are scientific societies. 

“A scientific society in the field of ac- 
countancy is one which, without neglecting 
the problems of teaching or practice, shall 
have as an essential part of its program the 
advancement of knowledge for its own sake. 
And the advancement of knowledge, we 
think, will best be fostered by extending defi- 


nite and positive encouragement to research 
and controversy. 

“A foundation for research in this field 
has been steadily developing through the 
increasing attention being given in the vari- 
ous schools to graduate work in accountancy, 
and through the publication of the Account- 
inc Review which, we may safely say, has 
already achieved a reputation for scholarly 
content. 

“To lay an increasing emphasis on re- 
search in the activities of our association is, 
therefore, but a natural continuation of the 
evolution through which accountancy and 
this association is progressing. 

“Tt is such reasoning that led the execu- 
tive committee quite often to resolve itself, 
as it were, into a research committee. In 
that capacity the committee has sought to 
find subjects deserving of close study, to 
locate individuals able and willing to pursue 
specific investigations and to canvass ways 
and means of extending the Association’s 
power to disseminate the results of research. 
I shall have nothing to say in this report 
regarding the last item, for others will no 
doubt go into that. But I will report to you 
briefly upon specific projects initiated this 
year and now in varying stages of progress. 

“Perhaps it is inadvisable to consider the 
formulation of tentative accounting prin- 
ciples as a distinct research project. Pre- 
sented as a project, it seems that it should 
have a beginning and an end. But we do not 
conceive that to be possible; there must be 
no end to the work of formulating and re 
formulating principles. The isolation and 
criticism of principles should be the center 
of all of our research activities. As Professor 
Paton aptly says, ‘We are not interested in 
collecting masses of facts for their own sake, 
but in perfecting the framework within 
which the accountant operates.’ 

“The Tentative Statement of Accounting 
Principles is by no means a completed proj- 
ect. I think we may say it is a symbol of 
research to come: a considered pronounce 
ment tending to show that reasonable met 
can compose differences of opinion. Above all 
it is an invitation to every one of you to take 
up the challenge and engage actively in the 


EXPENSE 
$2,455.92 
429.55 
359 .34 

350 .00 sta 
alc 
$17.50 it 
to 
14.55 43.90 it 
sul 
wo 
| _ $148.50 di 
be 
acc 
the 
cle 
son 
jou 
tiv 
des 
co 
sta 
pre 
jus 
Re 
our 
thir 
rela 
of 
of 
Rel 
bee 
Pri 
Cor 
fan 
of 
top 
just 
ple 
B.] 
Pre 
mer 
one 


Convention Report 


unending task of capturing our illusive ideas 
and clothing them in the best phraseology 
of which we are capable. 

“The greatest shortcoming in the tentative 
statement of principles is, I think, our failure 
to define the terms we used as we went 
along. The point was indeed debated, but 
it was felt that we did not wish to appear 
to be framing definitions in competition as 
it were with the Institute’s committee. I pre- 
sume that committee had already found the 
work of drawing definitions which were quite 
disassociated from statements of principle to 
be exceedingly difficult, just as we found the 
statement of principles difficult when un- 
accompanied by definition of terms. I have 
the feeling that these two processes of 
clearly expressing accounting thought must 
somehow be brought together. 

“T know all members of the committee 
join me in urging each of you to share ac- 
tively in the task of sifting out that which 
deserves designation as a principle of ac- 
counting and of experimenting in the verbal 
statement of the items selected. 

“Now as to definite projects which might 
presently materialize into such form as to 
justify the publication of monographs as 
research supplements to the AccouNTING 
Review. 

“Professor Paton and I have promised 
ourselves and each other to prepare some- 
thing as fast as time permits which can be 
related to the previous tentative statement 
of principles. He has been thinking in terms 
of some such title as Cost and Value in 
Relation to Income Measurement; I have 
been thinking in terms of some such title as 
Principles which Emerge from the Business 
Concept of Income. 

“I name these first not because of any 
fancied primary importance or imminence 
of publication, but merely because both 
topics are related to the Tentative Principles 
just mentioned. 

“Two other projects are much nearer com- 
pletion. Under Paton’s inspiration Mr. M. 
B. Daniels is preparing a monograph on The 
Presentation of Data in Financial State- 
ments and Mr. Perry Mason is completing 
one on Depreciation Principles with Special 


73 


Reference to Public Utilities. The former 
will probably be ready in the spring and the 
latter in the fall. 

“Stock Dividends and Stock Rights is the 
title of a study which shows much promise 
for the near future. Mr. H. W. Bordner of 
the staff of Arthur Andersen & Co. and Mr. 
H. D. Kerrigan of Northwestern University 
have both interested themselves in the sub- 
ject. A mass of material has already been 
assembled and a monograph will be available 
in due time. 

“Mr. H. C. Greer has expressed an interest 
in a study which might be stated as The 
Effect on the Financial Statements of Se- 
lected Corporations of Applying the Asso- 
ciation’s Tentative Principles. This also has 
much promise, for it would involve putting 
the principles to the actual test of recasting 
statements to conform and noting the dif- 
ferences resulting. 

“Mr. K. L. Smith, now with the Federal 
Power Commission, is working on a thesis 
for the University of Illinois on Capital 
Gains and Losses which may develop into 
an acceptable monograph. 

“At the University of Michigan work has 
begun on a study of Plant Revaluations. 
And other Universities undoubtedly have 
several studies in view. 

“The subject of the principles underlying 
consolidated statements has probably been 
a worry to the Securities and Exchange 
Commission and offers an attractive area 
for investigation. I do not know of anyone 
who is definitely at work on that problem, 
however. 

“These are definite projects which are, as 
I have said, in varying stages of progress. 
No attempt is here made to present a list 
of possible subjects for future research. 
Many suggestions have been made from 
time to time in the AccounTING REvIew, and 
many of you, I am sure, are finding your own 
work with graduate students uncovering 
questions that need investigation and think- 
ing through. You will no doubt agree that 
this last phrase is important. Research is 
more than piecing together stray bits from 
texts and periodicals; it is vastly more 
important to find an issue and think it 
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through than to organize scattered opinions. 

“T hope the machinery can be developed 
for keeping all of us informed regarding the 
research in progress in each school, not only 
in accounting as such, but in related fields 
such as corporation finance. I wish that a 
way could be found for ‘thinking through’ 
smaller issues also in addition to those which 
might justify a thesis or a monograph. Ido 
not mean propounding a problem to be 
solved or a question to be answered yea or 
nay. But situations involving a balancing of 
alternatives, a weighing of pro’s and con’s. 
We cannot aspire to a truly judicial system 
of contending advocates drawing the issues 
and a judge to weigh the arguments. But 
somehow we must find a way to pose an 
issue and debate its resolution. That is as 
much a part of the work of a scientific 
society as the encouragement of the more 
extended items of research by affording a 
means of publishing the results.” 

The standing committees reported as 
follows: 

Committee on Bylaws: H. C. Greer, chair- 
man, after making some extended remarks 
concerning the reason and need for so doing. 
presented the following amendment to the 
bylaws: 

“Article VI, last sentence, change to read: 
‘Proposed amendments shall be sent to the 
Committee on Bylaws and shall be sub- 
mitted by that Committee to the member- 
ship through the Executive Committee.” 
Mr. Greer moved the adoption of the pro- 
posed change; the motion being seconded 
by Mr. Rosenkampff and passed unani- 
mously by the membership present. 

Committee on Membership: G. H. Newlove 
presented the following resolution: 

“At a recent meeting of the Executive 
Committee it was considered advisable to 
have the proposition of a special club sub- 
scription rate to the AccounTING REvIEW 
brought before this meeting. I, therefore, 
move that the secretary-treasurer be author- 
ized to offer a special club subscription rate 
to undergraduate students of sixty (60) cents 
per year whenever ten or more copies of the 
Accountine Review can be delivered to 
one address for distribution to undergradu- 


The Accounting Review 


ate students. This club rate is to be in addi- 
tion to the individual student rate of one 
dollar ($1.00) a year now offered to under- 
graduate students.” 

The motion was seconded by Mr. Rosen- 
kampff and was passed unanimously. 

President Kohler presented the matter of 
life memberships, which are available under 
the bylaws at $100.00, and reported that 
five such memberships had been subscribed. 
If a sufficient number of life memberships 
can be secured the funds can be used as a 
revolving fund for publication of the results 
of research. 

Committee on Nominations: A. G. Rosen- 
kampff,chairman,made the following report: 

“The Committee on Nominations would 
like to inform the members that in preparing 
its report it was guided by the wishes of Mr. 
Kohler not to consider him for renomination 
as president, and the recommendation of the 
Executive Committee sponsored by Mr. 
Greer, the present first vice-president, not to 
follow the practice that prevailed in the 
past when this organization functioned as 
the American Association of University In- 
structors in Accounting of making the first 
vice-presidency, in effect, an office antece- 
dent to that of the presidency; of advancing 
each vice-president to the next higher office 
and of electing only one new officer each 
year, namely, a third vice-president and oc- 
caionally a secretary-treasurer. 

“Tt is the opinion of the present Execu- 
tive Committee and the Committee on 
Nominations that a yearly change in officers 
will offer opportunity to a larger number 
of members to serve the association. 

“Moreover it was thought advisable to 
disregard geographical representation on the 
Executive Board in order to make it pos- 
sible to have at least a quorum present, at 
meetings of the Committee held during the 
year, without too great an expense to the 
association, especially during the formative 
years under the newly established objects 
and purposes of the organization. 

“With these thoughts in mind the Com- 
mittee offers the following candidates i 
nomination: 

President; Jacob B. Taylor, Ohio State 
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University Vice-Presidents: Sidney G. Win- 
ter, University of Iowa; F. W. Woodbridge 
University of Southern Calif.; E. A. Heil- 
man, University of Minnesota, Secretary- 
Treasurer: Henry T. Chamberlain, Loyola 
University; Editor: Eric L. Kohler; Director 
of Research: William A. Paton, University 
of Michigan; Assistant Director of Research: 
A. C. Littleton, University of Illinois. 
Respectfully submitted, 

George W. Newlove 

Hiram Scovill 

Arthur H. Rosenkampff, Chairman” 


Mr. H. C. Miller moved that President 
Kohler cast a unanimous ballot for the candi- 
date for the nominee for president and that 
the Secretary-Treasurer cast a unanimous 
ballot for the other officers nominated by 
the Committee. The motion was seconded 
by Mr. H. B. Eversole. After asking for 
other nominations from the floor and re- 
ceiving none, President Kohler put the mo- 
tion and it was passed unanimously. 

President Kohler expressed his apprecia- 
tion to the officers and committees who 
worked with him during the year and made 
special mention of the fine work of the Com- 
mittee on Local Arrangements headed by 
Mr. H. T. Chamberlain. 


At the suggestion of Mr. F. H. Elwell, the 
membership present expressed enthusiasti- 
cally, their appreciation of the fine services 
of President Kohler in the year just ended. 

The meeting was adjourned at 10 p.m. 

Jacob B. Taylor 
Secretary-Treasurer 


Subsequently the report of the auditing 
committee was filed with the president. This 
report follows: 


Columbus, Ohio 
February 5, 1937 
The American Accounting Association: 

We have audited the accounts and records of 
the Treasurer of the American Accounting Asso- 
ciation, Professor Jacob B. Taylor, for the year 
ended December 31, 1936. All records were found 
to have been carefully and faithfully prepared 
and to be in good order. Cash receipts and dis- 
bursements were reviewed and comprehensive 
tests made to our entire satisfaction. 

We, therefore, certify the correctness of the ac- 
companying statements of the Treasurer, namely, 
Statement of Income and Expense, and Balance 
Sheet submitted as part of the Treasurer’s annual 
report for the calendar year 1936. 

Respectfully submitted, 
(signed) Wiii1am E. Dickerson, C.P.A. 
Hermann C. Mier, C.P.A. 
Auditing Committee 
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THE ACCOUNTING EXCHANGE 


COMMENTS ON THE STATEMENT OF 
AccOUNTING PRINCIPLES 


0 serious criticism has been received on 
N« associations’ tentative statement of 

accounting principles underlying cor- 
porate financial statements except that appear- 
ing in the following comments of Professor T. 
H. Sanders, who regards the association’s pro- 
posed limitation on “charges to surplus’’ as 
unnecessarily harsh. In view of the fact that 
the Executive Committee of the association 
considered thoroughly the points raised by 
Professor Sanders before the “principles” 
were published, it has seemed appropriate that 
Professor Sanders’ remarks be followed by a 
statement of some of the reasons behind the 
committee's conclusions. Professor Howard C. 
Greer has undertaken to do this, not in the form 
of a reply from the committee, but as an ex- 
pression of his own point of view on the sub- 
ject. It is hoped that these comments will en- 
courage others to express their criticisms of the 
committee’s proposals. 

Last June the AccountinG REvIEW pub- 
lished a statement of accounting principles, 
with the invitation to readers to join in a 
discussion of them. It seems important that 
there should be discussion of these proposi- 
tions, because at some points they represent 
radical departures from common practice. I 
am among those who feel that on most of 
these points common practice is right, and 
the new recommendations in error, and with 
the hope of promoting further discussion 
these few thoughts are offered on the two 
paragraphs of the statement referred to 
which seem to me most unfortunate. It is 
understood, at the time of writing, that Pro- 
fessor Greer may make some reply to what is 
here said. 

The two paragraphs referred to are: 

8. The income statement for any given period 
should reflect all revenues properly given account- 
ing recognition and all costs written off during 
the period, regardless of whether or not they are 
the results of operations in that period: to the end 
that for any period of years in the history of the 
enterprise the assembled income statements will 
express completely all gains and losses. 


9. The income statement for any given period 
should, where necessary, be divided into two sec- 
tions, one showing particulars of operation for the 
period, measured as accurately as may be at the 
time, and the other showing realized capital gains 
and losses and extraordinary credits and charges 
resulting from income realization and cost amor. 


‘tization not connected with the operations of 
that period. 


The entire question of income determina- 
tion, the most fundamental of all accounting 
problems, is here involved. The authors of 
these proposed rules are evidently impressed, 
as they should be, by the essential incongru- 
ity of the too common experience of having 
companies report substantial earnings per 
share over a period of years, only then to 
discover that the sum total of these earnings 
must in part be whittled away by capital or 
surplus adjustments. But consideration of a 
few aspects of the matter will raise doubts 
as to whether the proposed remedy is really 
a remedy, or whether it does not merely 
change the location of the trouble. 

In the first place earnings, earned surplus, 
capital surplus, and capital represent im- 
portant conceptions which it is necessary to 
keep distinct, in spite of the constant inter- 
change among them. Changes in the accounts 
representing these four different things 
should accordingly be kept equally distinct; 
there is no question of this being done in the 
ledgers, and the above proposals plainly 
intend that the income statement will be 
marked off in three stages showing (1) in- 
come of the year proper, (2) income adjust- 
ments for prior years, and (3) realized capital 
gains and losses, but all totaling up to one 
final figure called—what? No answer is 
given by the proponents of this form of in- 
come statement. It certainly could not be 
called “net income for the year,” since that 
is the name of the last item in the first part. 
The net total of parts one and two would be 
“net change in earned surplus,” but one is 
baffled to find an appropriate description for 
the final figure of the entire income state- 
ment as given at the end of part 3. Since the 
proposals are made “to the end that for any 
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period of years in the history of the enter- 
prise the assembled income statements will 
express completely all gains and losses,” one 
can only surmise that it is the intent to call 
this terminal cumulative figure “final net 
income,” in spite of the fact that it includes 
“capital gains and losses, extraordinary 
charges and credits to income, including 
substantial adjustments applicable to but 
not recognized in prior years... .””! 

But would tHis be a more informing state- 
ment than the statements now being issued 
by many companies? It seems difficult to 
believe so, and it is much more likely that 
business will continue to evolve its account- 
ing principles along their present lines, 
namely, with an income statement reflecting 
the results of the year’s operations as truly 
as possible, and with surplus to absorb ad- 
justments for prior years and capital gains 
and losses. 

Mechanically it is obvious that the dif- 
ference between one statement divided into 
three sections and three separate statements 
is not of enough moment to spend argument 
upon. But the entire context of the section 
on Measurement of Income, from which the 
above paragraphs were taken, indicates that 
what is intended is nothing less than an 
attempt to write a fundamentally new def- 
inition of annual income. The first fallacy 
that seems to lie at the root of the new de- 
finition is the more or less tacit assumption 
that there is literally such a thing as an 
“accurate” income statement; the forcing of 
corrections of inaccurate statements into 
subsequent income statements, instead of 
into surplus, is apparently regarded as a 
sort of punitive step calculated to make the 
culprit more accurate in future. One is driven 
to this interpretation because it is impossible 
to conceive of the authors of this proposal 
as asserting that the income of the current 
year is more accurately stated by having 
corrections for past years thrust into it. But 
no real grasp of financial statements can be 
had without understanding the extent to 
which they are matters of judgment based 
among other things on assumptions as to 
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the future course of events affecting the 
company, and the idea of an “accurate”’ ac- 
count is in itself likely to be one of the great- 
est delusions. 

Second, corrections of the costs and in- 
come of p2st years are not costs and income 
of this year, and only confusion can come by 
correcting one mistake by making another. 
Earned surplus is the account containing the 
present resultant of all past income charges 
and credits, and earned surplus is the account 
to be used for subsequent corrections therein. 
But it is not necessary to insist on doing this 
with minor items, especially those of a na- 
ture to recur year by year, such as small 
losses and gains on plant items retired, which 
may be summarized into a regular item for 
every year. 

Third, substantial capital losses and gains 
are certainly not proper items for the income 
account of any year. It is necessary to be 
clear at the outset that they really are capi- 
tal losses and gains; for example, an invest- 
ment trust’s realized losses and gains from 
sale of securities might be treated as income 
items, though quite separate from income 
from interest and dividends, if the sale of 
securities is a normal and regular activity, 
and if the same practice is consistently fol- 
lowed from year to year with respect to 
losses and gains alike. But even here the 
unfortunate experiences of the last ten years 
have led most of the reputable trusts to 
show such items as surplus charges and 
credits, in many cases capital surplus. What 
the writers probably have in mind, however, 
is substantial property write-downs which, 
if they had been effected by heavier past 
depreciation charges, would have reduced 
net earnings of past years; since this has not 
been done, they would reduce the net earn- 
ings of this year, in order that the total net 
earnings for all years may be “correct.” But 
this again is begging the question as to 
whether such a charge is a charge against 
the earnings of any year. If it is merely a 
result of failure to charge proper deprecia- 
tion, certainly the charge should have been 
against earnings; not having been so made, 
it should now lie against earned surplus. 
When the writers, however, specify “capital 
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gains and losses,” they presumably refer to 
to items which are generally regarded as 
capital items, such as a reduction of property 
value due to a fall in the general price level, 
or a loss of property due to some physical or 
economic catastrophe; and if any doubt re- 
mains as to how they would treat such items, 
it is dispelled by the discovery that the sec- 
tion on Capital and Surplus makes no men- 
tion of the term “capital surplus,” but on 
the contrary adds: “Charges for all cost 
amortization, losses recognized, and other 
asset values expired should be by way of the 
income account to earned surplus.’”? Now 
while it is true that there is among account- 
ants some disposition to feel that the insist- 
ence on capital surplus has tended to be 
overdone, it is most unlikely that they will 
consent to the total abolition of this account, 
especially now that it has entered into so 
many official requirements.’ 

It seems to be feared by the proponents 
of these new principles that items entered in 
earned surplus or capital surplus accounts 
will be overlooked by the security analyst, 
whereas the same items in the second or 
third section of an income statement will 
receive full weight. This is another fallacious 
assumption; every security analyst worth his 
salt combs over the surplus account as care- 
fully as the income account; moreover, he 
learns a few things extra from the accounting 
habits of the company in apportioning 
charges between income and surplus. As for 
“the man in the street,” or the “casual in- 
vestor,” no sensible person will assume the 
responsibility for proposing any accounting 
procedure whatever on the ground that it 
will place these financial dilettantes on an 
equal footing with serious students of the 
subject. The soundest and clearest informa- 
tion must be given to all, but no form of 
presentation can pretend to make complex 
matters simple. 

The best and soundest remedy lies in an- 
other direction, and is one which the writers 
of these new principles unfortunately seem 
disposed to reject. They urge that * 


2 Ibid., Article 17. 
3 E. g.,S. E. C., Form 10, Form A-2. 
4 The Accounting Review, June, 1936, p. 190. 
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Income statements for a series of periods should 
not be distorted or artifically stabilized through 
the practice of creating large operating reserves 
in certain periods and charging to such reserves 
losses in succeeding periods which it is desired 
not to reflect in the current income statement, 
Surplus set aside for contingencies or for other 
purposes does not lose its identity and should 
ultimately be restored intact to surplus account. 
Any loss arising from such contingencies should 
be reflected not in the reserve but in the income 
statement of the period in which the loss is in. 
curred. 

There are doubtless items and circun- 
stances with respect to which the foregoing 
advice is sound, but its general tenor is in 
the wrong direction. In a world subject to 
all the hazards which business encounters, 
it is the merest prudence and common sense 
first to make provision for all the normal and 
foreseeable losses, then to resolve every 
doubt on the side of caution, and then to 
recognize the fact that in all probability 
losses and dangers lie ahead which cannot 
possibly be foreseen and provided for by 
specific title, and therefore to make general 
provision over and above all definite ones. 
This procedure is not, as many suppose, the 
arbitrary transfer of fair-weather profits to 
offset bad weather losses; the roots of the 
losses are in the conditions generated in the 
apparently fair weather, and the profits d 
that period are in a very real sense not ac 
curately reported until reasonable provision 
has been made for the inevitable losses in- 
herent in the situation. By making such pro 
visions in advance, before arriving at net 
income, the goal of these reformers will be 
reached, in that income statements so pre 
pared would always be net; no subsequent 
whittling of previously stated profits would 
be necessary, because the losses would be 
charged to the reserves set up to provide for 
them. Good accounting would of course 
quire that setting up the reserves, and the 
subsequent charging off of losses, would be 
clearly reported. Nor is it here proposed to 
set up secret reserves of the English type 
with one profit stated in the ledger ands 
different amount given in the published re 
port. The same profit amount would appeal 
in both places, but it would be a profit a 
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rived at after adequate provision for all the 
hazards inherent in the earning and realiza- 
tion of that profit. This is the policy dictated 
alike by good accounting and sound finan- 
cial management, and it is greatly to be re- 
getted that the writers of these principles 
have gone out of their way to discourage it. 


T. H. SANDERS 


A Repty sy Proressor GREER 


In presenting its ““Tentative Statement of 
Accounting Principles.” the Executive Com- 
mittee of the American Accounting Associa- 
tion invited suggestions and criticisms. In 
an accompanying article in this issue of 
the AccountinGc Review, Professor San- 
ders has offered some adverse comment on 
two of the articles in the Committee’s list 
of principles, dealing with the content and 
presentation of the income statement. 

The following comment is in support of 
the suggested principles. It is submitted not 
as a reply on behalf of the Committee to 
Professor Sanders’ remarks, but rather as 
an independent statement of the writer’s 
personal views, emphasizing certain consider- 
ations which seem important to a sound 
conclusion. 

In its expressions relative to the income 
account the Committee plainly attempted 
to develop certain principles that would be 
sound in theory and practical in application. 
This involved adoption of the best of current 
practice, but with modifications designed to 
remove some of the uncertainties and incon- 
sistencies from corporation income state- 
ments as now commonly published. Particu- 
larly it was sought to eliminate present con- 
fusion about the unusual cost or revenue 
items which sometimes are treated as capital 
losses or gains, sometimes as adjustments of 
earned surplus for prior years, and some- 
times as current profit and loss charges. 

TheCommittee suggests that all amortized 
costs and all realized gains shall be recog- 
nized in the income statement of some year 
—either as special items in the statements 
for the current year, or through correction 
and rewriting of the statement for prior 
years. In this respect the Committee proposes 
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that principle shall be substituted for unre- 
stricted judgment, and that the accountant 
shall follow a rule instead of consulting 
someone’s individual and temporary prefer- 
ence. 

Can principles be formulated to govern 
the scope and content of the income state- 
ment? If so, are the principles tentatively 
set forth by the Committee best designed to 
produce a sound and informative presenta- 
tion of the corporation’s income? The first 
of these questions should be first considered. 

All accountants agree that judgment is an 
indispensable element in determining how 
much income should be taken up and how 
much deferred, how much cost should be 
amortized and how much carried forward, 
what contingencies exist and what recogni- 
tion of them should be given in the accounts, 
ete. It is not so clear that freedom of judg- 
ment in these matters necessarily requires 
unlimited freedom of allocation, explanation, 
and presentation of the resulting credits and 
charges. 

An example will illustrate the possible 
distinction: 

A company finds that certain of its equip- 
ment no longer can be profitably used for 
the operations on which it previously was 
employed. In some degree the equipment 
has become obsolete. Provision in previous 
years for depreciation and obsolescence was 
inadequate to reflect the loss of value now 
recognized. The accountant must exercise 
his judgment as to how much loss of value 
has been sustained, taking into consideration 
such factors as the possible subsequent mod- 
ernization of the equipment, its alternative 
use for other operations, its sale or salvage 
value, and many others. No one would seek 
to restrict the freedom of the accountant in 
the exercise of his judgment with respect to 
such matters. 

But when the amount to be written off has 
been determined to the accountant’s satis- 
faction, a new and different question arises. 
To what account shall the charge be made? 
Prominent accountants on different oc- 
casions have countenanced charging such 
items to (1) current earnings, (2) earned sur- 
plus, (3) capital surplus. 
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Now there may be an argument for any 
one of these three procedures, but not a con- 
sistent argument for all three of them. A 
business loss of this sort is either a reduction 
of current earnings, or a reduction of undis- 
tributed past earnings, or a reduction of con- 
tributed capital, but it is not all three, and 
it is not whichever one of the three the man- 
agement happens to favor at the moment. 
The decision here is not a matter of judg- 
ment; it is a matter of definition. Accounting 
characteristically has been long on judgment 
and short on definition. 

A major problem before accountants now 
is to determine, as a matter of principle, 
which of the several divisions of the capital 
account shall be credited or charged when a 
large gain or loss of unusual character turns 
up and demands recognition in the financial 
statements. To leave the disposition of such 
items to the variable preferences of manage- 
ment is to welcome the grossest inconsist- 
encies in the measurement of income and 
undistributed profits. Certainly it would not 
be unduly restrictive to require some uni- 
formity of treatment of specified classes of 
items, so that in respect to those items ac- 
counting statements may have some definite 
meaning, and the same meaning on all occa- 
sions. 

The difficulty with the conception of 
“capital gains and losses” as contrasted 
with “earnings” is that in common practice 
the two are frequently indistinguishable. 
A vague statement that they are different 
helps no one to identify either one when he 
meets it. When accountants can enumerate 
the invariable attributes of capital gains and 
losses so that the nature of every such item 
is unmistakable, then it may be practical to 
attempt their segregation. Meantime all 
costs amortized for any cause, and all gains 
reduced to tangible realization may well be 
carried through the income account, where 
they cannot be concealed or overlooked. 
What is done about “reserving” or “recover- 
ing”’ them later is a matter of financial policy 
and not of accounting. 

Net profit today is the most significant 
item in a corporation’s statement. ‘“‘Earnings 
per share” are the primary criterion by 


which a company’s results are measured, 
Rightly or wrongly, casual investors and 
even investment analysts are guided largely 
by the net profit figure. Thus it becomes im- 
portant that the accountant always shall 
include the same kind of charges and credits 
in arriving at this figure. The amounts may 
be a matter of judgment, but the kind of 
items need not be. 

Not only should the earnings for a single 
year be stated according to some understood 
principles as to inclusions and exclusions, 
but earnings for a series of years should be so 
stated that their aggregate, less distribu- 
tions, will account for the amount stated in 
the balance sheet as undivided profits or 
earned surplus. This brings the accountant 
to the problem of adequate presentation of 
those items of gain or loss which now can be 
recognized as applicable to some prior pe 
riod, but which were not taken up in the 
accounts at that time. What is to be done 
with these items? 

It it has been established that they are 
not to be charged or credited to “capital 
surplus,” or to some conveniently nonde- 
script “reserve” account, there remains the 
question of whether they may be carried 
into the “earned surplus” or “undistributed 
profits” account without passing through 
the stated income account of any year. The 
fact that such credits and charges, sometimes 
of very large amount, now are commonly 
carried directly to surplus often leads to a 
situation in which the reported “earnings 
per share” over a period of years do not even 
approximately represent the actual results 
of the profit-making activities of the enter- 
prise for that period. 

It is true that “analysts” are supposed to 
recognize this fact and to allow for it. It is 
also true, however, that the manner in which 
the allowance should be made often is not 
clear from the published financial state 
ments, and that even skillful analysts (as 
many will testify) often are faced with great 
difficulty in revising stated income accounts 
to their proper figures. 

What is more to the point, however, i 
that the general run of commentators on cor 
porate financial results simply will not under 
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take to restate the earnings over a period of 
years in the light of obscure and complicated 
“surplus adjustments” shown by account- 
ants’ reports. The simple fact is that in the 
case of the great mass of persons interested 
in corporation results primary reliance is 
placed on the final net profit figure which 
appears in the annual income statement. 

If a financial statement for a series of 
years is correct, the sum of these final net 
profit figures is the total profit for the period. 
In that case the “earned surplus” analysis 
will contain nothing except the following 
items: (1) profits of the years under review, 
(2) distributions of profits, through dividends 
or stock purchase and redemption, (8) 
amounts transferred to or credited back 
from surplus reserves earmarked for specific 
purposes. Every profit has to be earned in 
some year. A charge or credit, properly ear- 
marked, may be taken up in the statement 
for the current year, or in a restated profit 
for the prior year affected; but it hardly 
should be permitted to slip out of sight as 
applicable to no year at all. 

To provide a correct cumulative earnings 
record the accountant may either (1) pre- 
sent a new income statement and surplus 
analysis for as many prior years as are af- 
fected by newly discovered adjustments of 
undistributed profits, or (2) add a special 
section to the income statement for the cur- 
rent year to carry all extraordinary and non- 
recurring items and all charges or credits 
representing adjustments of previously 
stated earnings of prior years.* In either 
case the total of the reported net profits over 
a period of years will represent the total 
increase or decrease in undistributed earnings 
which has resulted from the conduct of the 


* These two procedures are suggested in the “‘State- 
ment of Principles.” Perhaps their quasi-alternative 
character should have been indicated. Part of Professor 

ders’ criticisms of sections 8 and 9 might be removed 
by greater emphasis on section 18, which reads as fol- 
lows: 

_ “When the income for any period or series of periods 

is found to have been inaccurately stated to such a de- 

gree that it is desirable completely to recast the ac- 

counts, at least one published report after such re- 

vision should include a corrected income statement 

pes iy prior period for which adjustments have been 
le. 


profit-making activities of the enterprise 
during that period. 

Either procedure naturally calls for ade- 
quately descriptive captions. In the income 
statement the normal sequence of ordinary 
revenue and expense items will lead to an 
amount designated as “Net income (or 
profit) for the current year.” This will be 
just what its title implies, and just about 
what appears in a properly constructed in- 
come statement at present. The subsequent 
section, after listing the additions or deduc- 
tions necessary to allow for extraordinary 
charges and credits of a non-recurring char- 
acter, and for adjustments applicable to 
the income accounts of prior years, will ter- 
minate with an item described as “Net in- 
come, including extraordinary items and in- 
come adjustments for prior years,”’ or some- 
thing of that sort. 

Certainly this does not destroy the sig- 
nificance of the stated income for the current 
year; it merely explains why the current 
income is not the only matter with which an 
interested party should concern himself. 
Certainly it will not delude anyone into 
thinking that the accountant pretends to a 
greater accuracy in his work than is possible. 
It should provide a better guide to the 
analyst than any now available. It ought to 
make it more difficult than it is at present 
for careless or uninformed commentators 
to gain an incorrect impression as to the 
relationship of a company’s current earnings 
with those of prior years. 

It seems probable that in cases where the 
adjustments for prior years are very large 
in amount and quite upsetting to an other- 
wise satisfactory picture of current income, 
most corporations will prefer to go back and 
restate the earnings for earlier years. This 
procedure will come as near as anything can 
to solving a difficult problem. 

The accountant at all times presumably 
strives to state each year’s income as ac- 
curately as possible. Many accountants 
doubt the wisdom and honesty of attempt- 
ing to “stabilize” income from year to year 
by creating hidden reserves in good times 
and charging losses against them in bad 
times. Certainly a reasonable conservatism 
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would not be called into question by anyone 
whose fundamental training had been in 
accounting work, but there is a difference 
between conservatism and concealment. 
When times are good and large earnings 
have been realized it undoubtedly is sound 
business policy to lay something away for a 
rainy day. A good many people think, how- 
ever, that investors are entitled to know 
that earnings have been realized and specifi- 
cally reserved, instead of having the corpora- 
tion management the sole beneficiaries of 
the information. Conversely, when times 
are bad and earnings poor, the well-managed 
corporation may justly be proud of having 
a sufficient reserve of capital to meet a 
difficult situation, but it does not follow from 
this that stockholders should be led to be- 


lieve that the business of the company jis 
being conducted at a profit when it is not. 

Here, perhaps, is the ideal case for the 
exercise of the accountant’s judgment. 
What is proper conservatism and what js 
exaggerated understatement can be deter- 
mined only through insight, vision, common 
sense, and fairness. This is the very essence 
of the accountant’s service, and it would be 
boldness indeed to attempt to circumscribe 
it by a rule. The Committee emphasizes 
the accountant’s responsibilities to the 
public. It seems doubtful that the comments 
about “stabilization” would tend to dis- 
courage conservative accounting or financial 
policy, and certainly that was not their 


purpose. 
Howarp C. GREER 
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BOOK REVIEWS 


Managing for Profit. C. E. Knoeppel with the collabora- 
tion of Edgar G. Seybold. (New York: McGraw-Hill 
Book Company, Inc., 1987. Pp. xvi, 348. $3.50.) 


The subtitle of this book, ““Working Methods for 
Profit Planning and Control,” and the statement that it 
is “a ‘how’ book for management on profit making” 
(p. ix) are fair characterizations of its contents to those 
who are acquainted with the senior author’s work in 
this field. It is in effect a continuation of “Profit 
Engineering’; beginning with the well-known “profit- 
graph” it develops the theme of a complete and inte- 
grated control system, reaching down into all depart- 
ments and all phases of management. Profit is regarded 
as the great coordinator, as well as the great motivator, 
of business; the author fears that “too much attention 
to selling or manufacturing per se” (p. ix) is given by 
business managers, who are urged to become “profit- 
minded” (p. 3) as against an over-emphasis on finance, 
sales, or production. 

The profitgraph in its familiar theoretical form is 
evolved in interesting fashion from a plotting of actual 
profits (p. 26). Because the profitgraph alone is found 
inadequate to cover all phases of business control, a 
“capitalgraph” is devised to reflect the influences of 
capital and turnover, thus bringing the balance sheet 
into the picture. In recent years it has been common in 
accounting literature to say that too much importance 
has been attached to the balance sheet, and that more 
must be paid to the income statement; it is therefore 
with some surprise that one reads here (p. 42) that too 
little attention has been paid to balance sheets, while 
“we worshipped at the shrine of sales and profits.” 
After the first chapter has been devoted to the purpose 
of making us “‘profit-minded” and to stressing that 
“Profit is the need of the hour!” after “volume-minded 
management” has been described as “perhaps the most 
pernicious type of management” (p. 6), this onslaught 
on profits is a little unexpected. What is evidently in- 
tended is that, while profits are the ultimate criterion, 
& proper management of capital and turnover are essen- 
tial elements in the making of profits. 

Part II is devoted to the “Technique of Determining 
and Relating Profit Trends” and subdivides into studies 
of the trends of the various cost and income factors 
entering into the final results. A wealth of graphic repre- 
sentations illustrates this and all other parts of the 
book, including (p. 163) a diagram symbolizing the 
structure of a profit-making organization. A good deal 
of emphasis (Chapters XII and XIII) is laid upon 
variable budgets, and after chapters on sales and pro- 
duction, the subject of wage incentives is reached 
(Chapter XVI). Piece rates are disapproved, and an in- 
centive is recommended which results in a constant 
cost per unit, by paying a base rate for a fair task 
(80% of a time-study task) with proportional additions 
or deductions for performance above or below this 
standard. While dealing with capital, the morasses of 
plant valuation and the resultant depreciation charges 


are reached, from which emerges the advice to set up 
plant values at a present appraisal, to correct this from 
time to time by the aid of index numbers, and to com- 
pute depreciation accordingly. 

There can be little doubt that every business should 
be familiar with the central ideas of this book as meth- 
ods of control and coordination, and should have a 
comptroller capable of exercising them. In particular, 
every chief executive should have in mind the profit- 
graph design for his own business, the break-even point, 
and the effect on profits of volume above and below that 
point. It is to be suspected that most chief executives 
do have some ideas on this subject. Most of the devices 
illustrated have their use, some of them a wide use; 
but enthusiasm for their subject has led the authors to 
attribute too much potency to these mathematical con- 
trivances, which are represented almost as being able 
to earn profits in and of themselves. If one took the book 
at face value, one would believe that there is a sure 
formula for profit making, that the drawing of curves 
(p. 36) can earn them. We are told that ““These traits 
or features are as positive as those of the steam engine 
on the test block” (p. 62), and that the problem is 
“infinitely less complicated’’ than the Einstein theory 
(p. 74). Without making any comparison between the 
two problems, it may safely be said that the business 
management problem will look very much more com- 
plicated to those who apprehend that it is not merely a 
mathematical problem but also a problem in individual 
and mass psychology than to those who treat it solely as 
a mathematical problem. Of course, all those who have 
great enthusiasm for control, the social and political 
controllers much more than those dealing with the in- 
dividual business enterprise, would like to order their 
facts made to fit their theories, which really would make 
their problem “infinitely less complicated.’’ But so long 
as we have a society of free individuals engaged in free 
enterprise, this condition of mathematical exactitude 
cannot be attained. The fact is that profits are made, 
not by any control device, but by creative thought in 
manufacturing, selling, and finance, operating in a field 
of human psychology. That control is essential to the 
continued effectiveness of the business machine is, for 
those who have any experience whatever in this area, an 
unquestioned fact, and those who are responsible for the 
exercise of such control will wish to be acquainted with 
the ideas of this book, even if they do not use its meth- 
ods. 

One other feature should receive commendation. Re- 
ferring to the importance of profits, the authors make 
some allusion to their social justification. In these times 
of “social-mindedness” (to adapt the language of the 
book), it becomes necessary to pay attention to this 
aspect of the matter, if only to offset the comments of 
the many who understand so little about it. Probably it 
is no longer wise to make the bare statement that “the 
object of business is profit”’ without some elaboration to 
explain that profit on the one hand is essential to the 
continuance of the business enterprise, and on the other 
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is some measure of the success which it has attained in 
its service to society. 

The reviewer must offer these observations at this 
time with due grace and kindly consideration. A post- 
script to the preface refers to the death of Mr. Knoep- 
pel. His ability, character, energy, and enthusiasm were 
such that we can all subscribe to Mr. Seybold’s modest 
but moving tribute to him. 

T. H. Sanpers 

Harvard Graduate School of 

Business Administration 


Expenses and Profits of Limited Price Variety Chains in 
1935. Stanley F. Teele. (Boston: Harvard Univer- 
sity, Graduate School of Business Administration, 
1936. Pp. 30, Tables 19. $1.00.) 


The expenses and profits of limited price variety 
chains in 1935 are neatly summarized as follows in the 
opening paragraph of the bulletin. 

In 1935, 30 limited price variety chains, doing ap- 
proximately 90% of this type of business in the United 
States, had slightly lower aggregate profits than in the 
preceding year in spite of a modest increase in aggregate 
sales. These 30 chains in 1935 made sales of $742,000,- 
000, on which volume they had an aggregate net profit 
of $33,000,000, or 4.51 cents out of each dollar received. 
Gross margin, the difference between the sum taken 
in over the counters of their 4,974 stores and the pay- 
ments made for merchandise, amounted to $269,- 
000,000, or 36.25 cents out of the average sales dollar, 
operating expenses, including interest on the capital in- 
vested, totalled $236,000,000, or 31.74 cents per dollar 
spent by consumers. 


The limited price variety chains are among the most 
successful types of retail institutions in weathering the 
depression. In no year do they show a loss and the low 
in net profit is in 1932 when net gain before income 
taxes is 3.5% of net sales. 

The ability of these chains to adjust gross margin to 
increasing expenses is an outstanding merchandising op- 
eration and indicates both the ability of the executives 
of the chains and the flexibility of merchandising in this 
field. Expenses including interest climbed from 26.7% 
in 1929 to 31.2% in 1932, while gross margin remained 
at approximately 31.5% during the period. In 1933 
gross margin was increased to 35.6% and the relation- 
ship between gross margin and expense has approxi- 
mated the 1929 relationship ever since. The upward 
movement in retail prices, of course, helped the variety 
chains secure a higher gross margin, for the variety 
chains played an integral part in raising retail prices. 

In many respects the bulletin parallels the four pre- 
vious studies of variety chains put out by the Bureau. 
There is added, however, a section on “The Relation of 
Store Expense to Overhead Expense” which is of special 
interest. 

Through more complete and detailed reports it has 
been possible to secure a measure of typical costs of op- 
eration of stores and of central offices. The store ex- 
penses are much larger than central office expenses 
which are only about one-seventh of the total operating 
costs before interest, or from 3.2% to 4.0% of sales. 
Administrative expense is lower for large than small 
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chains largely because executive salaries in the central 
organization average 0.97% of sales in the large and 
1.82% in the small chains. 

Within the stores the salaries and bonuses of store 
managers are, next to selling salaries and commissions 
and tenancy costs, the largest single item of expense 
with averages of 3.7% for small and 2.1% for large 
chains. These percentages are larger than the sum of all 
salary and wage payments to officers, executives, buy- 
ers, superintendents, supervisors and central office 
clerical workers and indicate the great importance of the 
individual store manager in the operation of a variety 
chain store. 

Another section, headed “Effects of Differences in 
Types of Business on Operating Results,” analyzes op- 
erations from the standpoint of upper price limit and 
amount of average sales transaction. It is interesting to 
note that Group A firms with a 25 cent upper limit, an 
average sale of 17} cents, earned a larger net profit than 
stores with an upper limit of $1. It is evident that 
limited price variety chains are more successful in 
handling low priced variety items than the higher 
priced items which are strongly promoted by competing 
merchants. 

The bulletin is of interest to students of business and 
to any who are associated or in competition with limited 
variety chains. 

E. H. Gautr 

University of Michigan 

School of Business Administration 


Investment Banking. Revised Edition. H. Parker Willis 
and Jules I. Bogen. (New York: Harper & Brothers, 
1936. Pp. xiv, 667. $4.00.) 


The occasion is rare when authors have the oppor- 
tunity, as had Professors Willis and Bogen in 1929, to 
write in a preface that, “No systematic exposition of 
this subject has heretofore been made in book form.” 
The very fact that Investment Banking was a pioneer 
effort would fully justify a revision by 1936. Numerous 
rough edges have been polished. In addition to refining 
and correcting the original text the authors have also 
indirectly recognized in their discussions much of the 
pertinent writing of the intervening years. 

The events of those years undoubtedly created an 
even more insistent demand for revision. The first edi- 
tion was published at the very time when a Wall Street 
panic was marking the close of that notable era with 
which the book was chiefly concerned. Within less than 
a year investment banking was to enter upon a period of 
hibernation from which it would not awake for nearly 
half a decade. The great depression, with its losses, dis- 
illusionments, political upheavals, investigations, 
banking and securities legislation, has provided ample 
new material. While the plan and general character of 
the book have not been changed, revision has beet 
fairly generous. As might be expected, the bulk of the 
new matter stems from the Securities Act of 1933 and 
the Securities Exchange Act of 1934. 

Books, like people, can seldom succeed in being all 
things to all men. This one does not pretend to be at 
exception. In attempting to cover a vast area it 
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naturally disappoint those seeking elaboration of de- 
tail. In being addressed to a market for which descrip- 
tive and expository treatment appears most appropri- 
ate it will partially fail to satisfy those whose primary 
interest is with the critical, the constructive, and the de- 
batable. 
G. E. Bates 
Harvard University Graduate School 
of Business Administration 


Lumber Accounts. Walter Mucklow and Associates. 
(New York: American Institute Publishing Co., 
1936. Pp. xiii, 458. $4.00.) 


In 1914 the Ronald Press issued a volume on lumber 
accounts.! It was a slim volume barely covering 112 
pages including the forms and index. The present vol- 
ume is more than four times the size of its predecessor. 
Can this be taken as an indication of the growth of 
knowledge in this industry? To the present reviewer it 
would be false to answer the question in the affirmative. 
Unquestionably Mr. Mucklow’s book contains a vast 
body of material not contained in Jones’s earlier book. 
The mere size of the canvas upon which the author 
spreads the many branched parts of the lumber indus- 
try is to be welcomed, but it makes the title of the book 
somewhat incongruous. In that respect the older book 
was terse, to the point, and lived up to its title. The 
present one does not. 

Mr. Mucklow has had the assistance of 16 associates 
in the preparation and criticism of the manuscript, and 
yet one cannot escape the conviction at times that it is 
a case of too many cooks spoiling the broth. On the 
whole the book does not seem to have been put together 
very well. There is a scarcity of forms and those shown 
are not well presented. A few pictures might have 
helped, particularly the reader from the East who has 
never seen a logging camp or sawmill in operation. 
Many things have been introduced that seem out of 
place; thus in a general text on cost accounting, it is 
well enough to show and discuss uniform invoices as 
part of the billing routine; but not in a specialized vol- 
ume such as this (p. 88). Finally, repetition has crept 
into the book which should have been eliminated in the 
manuscript stage. With a more cohesive outline exten- 
sive cross-referencing could have been avoided or at 
least materially cut down. 

And yet the book is wholly worth while. The useful- 
ness of the accountant, as the author points out, is 
greatly increased by combining a study of both the 
physical and financial operations. This is of course true 
not only of the lumber industry, but of every industry 
as well. 

Chapter II presenting in statistical form the econom- 
ies of the lumber industry serves as a poignant reminder 
of our fast disappearing forests. The recent floods have 
again brought the questions of conservation and re- 
forestation to the front, and it is to be hoped that a 
definite constructive policy will emerge and be put into 
effect to minimize these man-made catastrophes, all too 
often labelled “acts of God.” 


1 Lumber Manufacturing Accounts, by A. F. Jones, 
Ronald Press, 1914. 


The balance sheet account classification is well pre- 
sented and the problems peculiar to logging emphasized, 
particularly the vexing question of capital and revenue 
charges with respect to the construction of logging rail- 
ways, both main line and track. 

“‘At the commencement of operations, or on the open- 
ing of a new tract, an estimate is made of the complete 
cost of constructing the main line through the tract. 
Such cost is divided by the total stumpage to be cut 
and hauled over the said line and a charge is made to 
logging expense and credited to a reserve account on 
that unit basis. If the main line is built in sections the 
reserve account may, of course, exceed the cost to date 
at certain times but I believe it is a proper reserve to be 
accumulated out of operating results to provide for the 
future necessary extension of the mainline railroad.” 

The alternative is to capitalize each section of road 
at time of construction, and amortize the cost by de- 
preciation charges against the timber cut from each sec- 
tion, thus producing steadily increasing logging costs. 
However, the accountant may have to be guided by the 
income tax regulations (see pp. 377-8). 

One of the greatest difficulties in the lumber industry 
is the question of inventories. It is doubly difficult be- 
cause both the quantity and the monetary value are 
hard to determine. Inventories of hardwood are usually 
estimated monthly, actual measurement being impos- 
sible. For other woods, 

“Inventories are usually taken by or under the direc- 
tion of a yard superintendent. Each pile of lumber gen- 
erally consists of one grade and size. The number of 
pieces and lengths are entered on tally sheets which are 
sent to the office, where the board-measure footage is 
calculated, items of thesame size and quality are brought 
together, the total board-measure feet of each grade is 
shown, prices are affixed, extensions are made and the 
columns of feet and money are added.” 

For logs a physical inventory is usually impracticable 
“owing to the impossibility of counting all the logs, of- 
ten lying in disorder or in a pond, and the difficulty is 
increased if an attempt be made to record the footage 
or to keep a record of varieties of different kinds of 
wood.” Another difficulty is the necessity for taking into 
consideration the loss in measure due to seasoning and 
manufacture. 

In this connection it may be remarked that Chapter 
XXII on methods of measuring and grading logs might 
very well have been introduced much earlier, particu- 
larly in juxtaposition to the chapter on inventories. 

Because the majority of mills in the country do not 
possess accurate cost systems, the common rule of valu- 
ation at cost or market whichever is lower is hard to ap- 
ply. Various methods are in use: 

“A. The cost, based on the cost during the previous 
fiscal period, and remaining unchanged throughout the 
current period; or on the cost during the last month or 
series of months; or on the cost during the period re- 
quired to reproduce the inventory. 

B. The total cost price shown by the last annual or 
periodic report, including cost of selling and administra- 
tion. 

C. An allocated price. 
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D. The selling price, less an amount or a percentage, 
for profit, for cost of selling and for handling, etc. 

E. The market price.” 

These are discussed by the author, showing for a 
given case the different valuations that result and point- 
ing out their respective advantages. He utterly con- 
demns the market price method on the ground of antici- 
pation of profits (p. 63). 

With the introduction of the revenue accounts we 
enter the field of cost accounting. Unfortunately the 
discussion of cost accounting as such has been deferred 
to Chapter XXIII, though it might very well have been 
interwoven with the revenue accounts. As it is, Chapter 
XXIII merely sketches the general principles of cost ac- 
counting in logging and subsequent manufacturing op- 
erations, and refers the reader to earlier chapters where 
the detailed technique has already been discussed. The 
sequence of operations is clearly set forth, but the sub- 
sequent discussion does not follow the sequential order 
of the operations. Moreover, the arrangement of the 
sub-accounts under each operation does not seem a 
happy one (p. 134). 

Some of the problems of cost accounting are present- 
ed rather sketchily. The author suggests that idle time 
costs in the form of shut-down overhead be treated by 
creation of a fixed charge and the setting up of a reserve 
during the period of activity of the plant. This of course 
results in the absorption of such costs as part of the 
manufacturing expenses of the period and is so listed 
among the operating expenses of the various departmen- 
tal accounts. However, as an alternative it is suggested 
that such costs be shown separately, not as manufac- 
turing expense. This suggests the further need of study 
of this vexing topic, particularly the need for uniformity 
throughout the industry. The trade associations whose 
work is explained in Chapter XXVII might well look 
into this matter. 

Repairs are handled in the same way by creating a 
reserve through fixed rates charged to operating ex- 
pense, actual repairs being then charged against the re- 
serve. 

The problem of waste is mentioned several times, but 
no definite conclusions are reached. The use of waste 
lumber as fuel seems indicated, but, in view of develop- 
ments within the last decade, the question might be 
raised whether the larger mills might not do better by 
using the wood distillation process for producing many 
valuable industrial products. 

The operation of Planing is shown under the head of 
selling expense, on the ground that it is work done to 
put the product in salable condition. The argument 
seems a little far-fetched, since in the last analysis the 
purpose of all manufacturing processes is to put the ar- 
ticle into salable form. 

The difficulties of cost accounting for the lumber in- 
dustry may be gleaned by the following questions pre- 
sented by the author (p. 346): 

1. What elements of cost shall constitute the stump- 
age charge? 

The author has in the opinion of this reviewer not 
made entirely clear what constitutes stumpage cost. He 
is concerned mainly with the capitalization of the carry- 
ing charges. The table submitted on page 96 is far from 
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clear and does not show the basis for the allocation of 
stumpage costs. 

2. Shall market or actual cost be the basis of charg- 
ing logs to a sawmill? 

3. How shall quantity and grade of production be 
determined? 

4. Can costs be established for the various grades of 
lumber cut by a mill? 

Here two difficulties arise: the cost unit used, and 
the problem of the distribution of joint costs. Regarding 
the first “Except in the case of some minor products, 
such as shingles, laths, pickets, poles, ties, etc., the unit 
of cost is one thousand feet, but it must be remembered 
that there are several kinds of feet. Where logs are 
scaled in the woods or are purchased, the cost is always 
calculated on 1,000 feet, log scale, but as soon as the 
logs are brought to the saw all costs are based on 1,000 
feet board measure.... The measure of the board- 
measure foot is generally applied to all operations sub- 
sequent to sawing.” 

The problem of joint cost distribution becomes in 
effect a problem of inventory valuation, the various 
methods having been mentioned earlier in this review. 

It is impossible within the limits of this review to dis- 
cuss the many phases of this work, the accounting for 
the commissaries, hardwood flooring plants, barrel and 
stave factories, veneer works, etc., the problems of au- 
diting, income tax, trade customs and trade associa- 
tions. 

In spite of the criticisms made above, this is a good 
book of solid merit. Better arrangement and coordina- 
tion of the various topics, elimination of repetition, 
correction of errors which occur here and there, would 
do much to improve it still further. 

Lane 

New York University 


The Literature of Business Statistics. Olin W. Blackett, 
(Ann Arbor: University of Michigan, School of Busi- 
ness Administration, Bureau of Business Research, 
1936. 67 pp. Bound in paper $1.00.) 


The application of statistical methodology to the 
problems of business management is a development that 
is relatively new. Nevertheless the great success that 
has followed this application has lead to rapid improve 
ment in procedures and many innovations. The result is 
that although a considerable body of literature on the 
subject has arisen it is scattered in a variety of texts, 
monographs, and articles in business magazines, trade 
papers and in the journals of the learned societies. 

Professor Blackett has made a real contribution to 
the development of the science in attempting to orgal- 
ize this material so it can be made more generally acces 
sible. His publication is a bibliography of the most 
valuable material he has found in his extensive teaching 
experience in the application of statistical methods to 
business problems. He does not claim that it is exhaus- 
tive. (It includes only material published in English.) 
It is selective, however. In the case of each reference 
there is a specific reason for its inclusion. : 

The bibliography is No. 1 Volume VIII of the Michi- 
gan Business Studies. It contains 370 separate references 
to articles, chapters, or texts. These are conveniently 
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arranged under the following eight headings: Method; 
Market Analysis; Personnel; Finance; Production; 
Forecasting; Population, Growth Curves, and Secular 
Trends; Real Estate. 

It is to be hoped that Professor Blackett will keep 
this work up to date and that any significant items 
omitted will be included in a later edition. 

D. H. Davenport 

Harvard Graduate School of 

Business Administration 


Investigations for Financing. David Himmelblau. (New 
York: The Ronald Press Company, 1936. Pp. xviii, 
$86. $6.00.) 


This loose-leaf book is a revision of Advanced Audit- 
ing and is designed for those interested in the applica- 
tion of auditing to the sale of securities. It is meant to 
follow a one-semester course in general auditing in 
which some study of audit working papers has been 
made. The course takes up the scope of an investigation 
for financing by reviewing the annual audit procedure 
and pointing out wherein the investigation omits or 
adds to that procedure. Text material, problems, ques- 
tions, and a set of audit working papers are combined 
to constitute an integral presentation. Through the 
working papers the student may prepare a report for 
bankers contemplating an issue or the registration 
statement for the Securities and Exchange Commission. 
The material is presented in 15 lectures with the fol- 
lowing headings: 
1. Investigations for Financing 
2. Adjusting Journal Entries 
8. Financial Condition 
4. Inventories 
5. Inventories: Normal Stock; Retail 
6. Property Accounts 

7. Appraisal; Depreciation on Appreciation, Wast- 
ing Assets 

8. Analysis of Financial Statements through Ap- 
plication of Funds 

9. Financial Statements under Form A-2 of Securi- 
ties Act 

10. Balance Sheet Giving Effect to Financing 

11. Earning Power 

12. Auditor’s Certificates 

13. Reports 

14. Insurance; Trust Indentures 

15. Industrial Analysis. 


The plan of the book can best be shown by quoting 
from the Résumé of Previous Lectures and Analysis 
and Presentation of Findings at the beginning of Lec- 
ture 8 on page 157: 


Résumé of Previous Lectures.—Lecture 1 covered 
the preliminary analysis of the company figures to 
determine the subject matter to be investigated. Lec- 
ture 2 dealt with the drafting of adjusting journal en- 
tries applicable to (a) the books of accounts only or 
(b) the investigator’s working papers only, particularly 
when several years are involved. Lectures 3, 4, 5, 6, and 
7 covered the balance sheet accounts and related nom- 
inal accounts, with particular reference to the differ- 
ences in verification procedure in an annual audit and 
iM an investigation. 

Analysis and Presentation of Findings.—After the 
field work is completed, the next step is to report on 
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the essential facts of the business. This lecture covers 
statement of funds provided and disposition thereof 
over the period under review. Later lectures take up 
financial statements under Form A-2 of the Securities 
Act; balance sheet giving effect to financing; analysis 
of results from operations; auditors’ certificates; re- 
ports; insurance and trust indentures; and industrial 
analysis. 

The work is made thoroughly practical through nu- 
merous illustrations from business introduced through- 
out. The form of presentation is good, the problem and 
question material is abundant, and the subject-matter 
is covered thoroughly. 

Artuur W. Hanson 

Harvard University Graduate School 

of Business Administration 


Insurance and Banking, Examinations and Accounting. 
Herbert L. Davis. (Boston: The Christopher Pub- 
lishing House, 1937. Pp. xiii, 227. $4.50.) 

According to the Preface the author of this book has 
had an experience of over fifteen years, acting in the 
capacities of Referee, Special Master and Auditor of 
the Supreme Court of the District of Columbia and as 
Superintendent of Insurance of the said District. His 
book was written with the view of developing specialists 
in Insurance and Banking. The subject-matter is di- 
vided among 10 chapters with the following headings: 

I. Insurance and Banking—Historical Back- 
ground 
II. Life Insurance Appraised as Savings. Insur- 
ance Codes 
III. Duties and Responsibilities 
IV. Banking Relations 
V. Insurance Accounting 
VI. Amortization of Securities 
VII. Real Estate Transactions 
VIII. Court Accounting Suits 
IX. Application of Principles 
X. Interstate Liquidations 


Throughout the text runs an underlying philosophy 
which will doubtless be helpful to young men entering 
the field of examining banks and insurance companies 
and participating in legal accounting. Cases dealing with 
the principal decisions in the area covered are cited. 
Beginning at page 151 a report of examination of the 
Acacia Mutual Life Association is included. It is inter- 
esting to compare this special-purpose report with the 
usual audit report made by public accountants. The 
similarity between the two is closer than one might 
imagine. The report of the author in an equity case, 
which commences at page 201 of the text, is also of in- 
terest in this respect. In the chapter dealing with the 
Amortization of Securities the theory is adapted to the 
specific needs of insurance companies. 
Artaur W. Hanson 
Harvard University Graduate School 
of Business Administration 


Accountants’ Certificates. James H. Wren. (New York: 
The Ronald Press Company, 1937. Pp. vii, 181. 
$4.00.) 

This book presents to accountants a means whereby 
they may fully understand all that is going on concern- 
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ing changing and improving certificates so that they will 
perform their function more effectively. Instead of the- 
orizing, the editor has selected 124 certificates “from 
the 1936 procession as it passed by.” These he has put 
into his book, coding and indexing the content of each 
in a most ingenious fashion so that each and every one 
is available in every particular for quick reference. If, 
for example, an accountant wishes to know how others 
have expressed any important detail of any usual form 
of certificate, all he has to do is refer to the index, which 
is arranged topically, numerically by classes, and alpha- 
betically, and every bit of help available in these 124 
representative certificates is immediately put at his dis- 
posal. The editor tried to select as many different ways 
of saying the same thing as could be found. 

Although the certificates are allowed to speak for 
themselves the Editor’s Comment contains a few choice 
pages of analysis which indicate that he is very much 
interested in his subject and very much alive to its 
possibilities. 

The editor states that the method of coding was help- 
ful to him as a basis for indexing and filing certificates 
currently received. By using this device any accountant 
can keep his study of this important topic up-to-date. 
In many areas of accounting theory follows practice, 
and no better means is available for one to master the 
theory of this subject than to study the examples from 
practice afforded by this volume. Such study should re- 
sult in a large improvement in certificates, or reports, 
as we probably should call them these days, in the fu- 
ture. 

Artaur W. Hanson 

Harvard Graduate School of 

Business Administration 


Federal Income Tax Handbook 1936-1937. Robert H. 
Montgomery. (New York: The Ronald Press, 1936. 
Pp. xv, 1207. $10.00.) 


The preface of Federal Income Tax Handbook by 
Montgomery for 1936-1937 contains the author’s opin- 
ion of the new income tax law and his suggestions for 
changes. The following are some of the author’s perti- 
nent comments taken from the preface: 

“the higher the rates, the more important it is that 
the net income subjected to tax should correspond to 
net income calculated for ordinary business purposes.” 

“«...the undistributed profits tax. The more I 
study that tax the more I find reason to condemn it. 
It strikes at the medium-sized concern and favors the 
large corporation. ... The new tax is unsound, com- 
plicated and unnecessary.” 

“*... it is silly to pay more than we owe, but we 
will pay more if we fail to acquaint ourselves with all 
our rights and privileges.” 

The Federal Income Tax Handbook for 1936-1937 
is arranged like its predecessors. In the first section of 
the book a table of the law references in the book is 
given and the pages on which the sections of the law 
are referred to. In the back of the book the following 
indices are given: Index to Articles of Regulations, 
Index to Treasury Department Rulings, Index to 
U. S. Board of Tax Appeals Decisions, Index to Court 
Cases, and a General Index. 


The book consists of twenty-eight chapters, twenty. 
seven chapters of which are devoted to the income tax 
law and its administration. The twenty-eighth chapter 
is devoted to miscellaneous taxes, including Capital 
Stock, Excess-Profits, Unjust Enrichment, Levy on 
Naval Contracts, and others. 

Each chapter is preceded by an outline of the topies 
considered therein, which is helpful. The use throughout 
the book of different types for quotations of law, regu. 
lations, opinions, discussions, and decisions is of inesti- 
mable assistance to the reader in keeping his bearings. 

Naturally a reviewer this year is most interested in 
the chapter dealing with Surtaxes on Undistributed 
Profits, as this is the experimental part of our 1936 tax 
law. 

The author believes that the principle of taxing u- 
distributed corporate surplus seems likely to be re 
tained and suggests that a taxpayer would be ill-advised 
to act upon the assumption that this tax is unconstitu- 
tional. He points out various inequities of the law and 
lays particular emphasis on the incidence of this tax 
in the case of corporations with impaired capital. 

In the discussion of the credit for dividends paid, 
the various types of dividends are considered and 
analyzed from the viewpoint of their availability for 
the dividend credit. The law with reference to the tar 
able status of stock dividends is explained and applied 
with due regard to recent decisions relating to the same. 
In addition to the discussion of the undistributed profits 
tax the author explains the new features of the surtax 
on profits improperly accumulated and the surtax on 
personal holding companies. 

In the presentation and discussion of the surtaxes 
on undistributed profits, the surtax on profits improp- 
erly accumulated and the surtax on personal holding 
companies, the author treats, not only of the obvious 
questions which will arise, but also of the unusual and 
complex situations which are not specifically covered 
in the law or regulations. This treatment gives tax 
practitioners an authoritative basis for action pending 
further clarification by amended regulations, ruling 
or court decisions. 

The Federal Income Tax Handbook for 1936-1937 
is a book written by an author who has grown up with 
the income tax law, and is a welcome contribution to 
those of us who have learned to use and rely on the 
Handbook in our professional work, particularly in this 
period when the trend of taxation seems to be following 
more and more the uncharted course of theoretical 
experimentation not directed solely to the raising of 
income but attempting through the taxing power to 
impose mandatory regulations on the financial oper 
tion of corporations, 

James V. ToNnER 

Boston University 

College of Business Administration 


Federal Taxes on Estates, Trusts, and Gifts, 1936-195. 
R. H. Montgomery and Roswell Magill. (New York: 
The Ronald Press Company, 1936. Pp. x, 5% 
$7.50. 

The latest edition of Federal Tazes on Estale, 

Trusts, and Gifts does not differ greatly from its pret 
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ecessors in content, form or presentation. While the 
1986 Revenue Act did not make any material changes 
in the taxes on estates, trusts, and gifts, yet during 
1986 many important decisions were handed down by 
the courts and the board which clarified existing am- 
biguities and which changed former regulations and 
decisions. 

The book proper is divided into four parts, as fol- 
lows: 

Part 1 The Income Tax on Estates and Trusts 

Part 2 The Estate Tax 

Part 3 The Gift Tax 

Part 4 Methods of Estate Distribution 


The indices to the law, regulations, rulings, Board 
and Court cases, and the arrangement of the entire 
book makes it a valuable, complete and easily acces- 
sible reference book. 

Due to the increasing importance from a tax point 
of view of the various methods of transferring property, 
the authors have included in this book a timely chapter 
on Methods of Estate Distribution. While this subject 
is one which cannot be reduced to specific rules, yet 
there are some general considerations which can be 
apllied to all cases and which form the basis for individ- 
ual study. 

Federal Taxes on Estates, Trusts, and Gifts is an 
authoritative reference book written for attorneys and 
tax practitioners and as such should have a place in 
their libraries. The bringing together in one volume of 
the law “up to the minute” as applied to estates, trusts, 
and gifts is a valuable contribution to our profession, 
and the authors should be commended for the continua- 
tion of this valuable work. 

James V. ToNnER 

Boston University 

College of Business Administration 


Walton Federal Tax Course. Charles H. Langer and 
Harry A. Knautz. (Chicago: Walton Publishing Com- 
pany, 1936. $4.50.) 


The Walton Federal Tax Course is intended and 
written as a complete presentation of federal taxation. 
This course consists of a complete reprint of the 1936 
Act and twenty-three chapters dealing with the provi- 
sions of this Act. Each chapter is followed by a series 
of tax problems and tax questions which are intended 
to emphasize the material discussed in the chapter. 

_ The first eleven chapters are devoted to the discus- 
sion of gross income, deductions, credits and computa- 
tion of the income tax for the individual. Chapters 
twelve, thirteen and fourteen apply to corporations. 
In these chapters the surtax on undistributed profits, 
the surtax on improper accumulation of surplus and 
the surtax on personal holding companies are explained 
and illustrated. These chapters covering material which 
isnew both in application and in theory deserve special 
commendation for the clarity of explanation. 

_ Chapter Fourteen, Supplement treats of profit-shar- 
ing contracts of corporations and illustrates completely 
the preparation of a corporation return from a set of 
given facts and figures. The return is set up on Form 
1120 as used in 1985. This form has been changed ma- 


terially to provide for the new provisions of the 1936 
Act. 

The remaining chapters are devoted to Capital 
Stock Taxes, Exchanges of Property, Administrative 
Provisions, Partnerships, Estates and Trusts, Federal 
Estate Tax, and Miscellaneous Subjects. 

The Walton Federal Tax Course presents the sub- 
stance of the Federal Tax law, regulations, opinions, 
and decisions in a way that the student can comprehend 
without becoming hopelessly involved in a maze of 
technical terminology which, while a necessary char- 
acteristic of law regulations and decisions, is ordinarily 
not conducive to understanding on the part of students. 

The authors of this course in federal income taxes 
deserve commendation for the logical order of the 
presentation of the subjects, the simplicity and clarity 
of explanations and illustrations, the practical and per- 
tinent selection of problems and questions, and the 
avoidance of irrelevant theorizing on the principles of 
taxation which is always confusing to students who 
are attempting to grasp and apply the salient points of 
an existing law. Anyone can quote statutes, law, regu- 
lations, and decisions, but only one who has a mastery 
of his subject can reduce these to terms which are 
within the comprehension of students. 

The reviewer, as a teacher and as a tax practitioner, 
does not hesitate to recommend the Walton Federal 
Tax Course as a complete and practical introduction 
to federal income taxes. 

James V. TonER 

Boston University 

College of Business Administration 


Auditing Practice Set. Third Revised Edition. Paul E. 
Bacas. (New York: The Ronald Press Company, 
1936. $2.75.) 


This is the third revised edition of this set which was 
first copyrighted in 1923. The contents are as follows: 


Sheet # 
1 Engagement Memorandum—Central Manufac- 
turing Co., Inc. 
1 Trial Balance September 30, 19— 
2 Petty Cash 
2 Bank Reconciliations—November 30, 19— 
3 First National Bank—Statement 
4 Checks Returned with Bank Statement 
5 Atlas Trust Company—Statement 
5 Checks Returned with Bank Statement 
6 Copies of Deposit Slips Obtained Direct from 
Bank 
7 Report of Amounts Collected for Cash Sales 
December 19— 
9 Record of Cash Sales 
10 Trial Balance of Accounts Receivable 
10 Notes Receivable 
11 Stock Certificate of the Whiting Manufacturing 
Company, Inc. 
12 Financial Statement of Whiting Manufacturing 
Company, Inc. 
18 Branch Account 
14 Inventory—December 31, 19— 
14 Inventory—September 30, 19— 
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Inventory of Materials—December 31, 19— 

Inventory of Manufacturing Supplies—Decem- 

ber 31, 19— 

Price List—December 31, 19— 

Receiving Book 

Insurance Register 

Statement Relative to Life Insurance Policy 

Accounts Payable 

Mortgage Payable 

Stub of Stock Certificate Book 

Correspondence 

Minutes—Central Manufacturing Company 

Trial Balance—Before Closing 

Petty Cash Disbursements—December, 19— 

Executive Payroll 

27 Changes in Payroll 
Set Pages 
A 1-8 Cash Receipts 
Cash Disbursements 
Voucher Register 
Invoices—October 
Office Payroll 
Summary—Factory Payroll 
Distribution 
Factory Payroll 
General Ledger 
Journal Entries 
Sales—October, November, and December, 
19— 
1-6 Accounts Receivable 
1-2 Capital Stock Ledger 
Blank accountants’ working paper is available with 

the set for the use of students. By working a set of this 
type the student is given a better comprehension of the 
actual work of the public accountant than he can get 
in any other way. Furthermore the set enables him to 
acquire contact with every phase of this practice and 
in a comparatively short space of time and he has the 
satisfaction of seeing his working papers grow from 
nothing to completion. It is felt that for ordinary school 
purposes this procedure is preferable to having the 
class engage in an actual audit of a going business, a 
device which wastes time for the students in going to 
and from the place of business and which gives the 
individual student only a spotty comprehension of the 
complete job, since it is ordinarily impossible to assign 
all the work to all the students. Anyone who has at- 
tempted to produce an auditing practice set knows that 
errors remain in it for some time in spite of one’s best 
efforts. The fact that the present set is in the third 
edition should mean that it is now in shape for its most 
effective use. 
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ArtHur W. Hanson 
Harvard Graduate School of 


Business Administration 


Controlling Retailers: A Study of Co-operation and Con- 
trol in the Retail Trade with Special Reference to the 
NRA. Ruth Prince Mack. (Studies in History, 
Economics and Public Law, No. 423 Columbia 
University Press, New York, 1936. Pp. 551. $4.50.) 


Given: a generation of business men that has lived 
in dread of a law that made it dangerous for competitors 


to be seen talking together, faced by a sudden order to 
get together and govern themselves with a code that 
was to codify nothing in existence and vaguely defined 
as a code of fair competition; given a few more of the 
harrowing details of 1988, such as a vigorous adminis- 
tration demanding speed and conformity to administra- 
tive rules, a war-time psychology stirred up with 
parades, posters and ballyhoo; a demoralization of busi- 
ness growing out of a serious depression superimposed 
on a more serious boom—what kind of a code or 
codes could we expect? 

Well, we got them. In the first place, they lacked 
uniformity. Hence, each trade or group of trades de- 
serves separate treatment. 

The book before us is the result of an intensive study 
that carried its author into the active work of code 
administration in the retailing field. The actual codes 
are full of truisms amounting to no more than that 
fraud is unfair and to be deprecated—in fact, to be 
violently deprecated. Here and there they deviate from 
this monotonous path only to condemn some practice 
that without being unfair in any reasonable sense of the 
term is none the less distasteful to a particular group. It 
may be the over-aggressive competition of one store; 
it may be the means normally used by a newcomer to 
compete with those already established. But of self- 
government such as would effectively replace outside 
control and keep the market reasonably safe for buyers, 
there is very little. For this absence, the lack of original- 
ity of the retailers themselves is not the sole explana- 
tion. The administrative authorities felt—and perhaps 
they were right—that all that was called for in the 
codes was a repetition of the labor provisions of Sec 
tion 7 of the N.R.A., with the most general statement 
or implication to the effect that business men would not 
compete with each other unfairly by violating the spirit 
or letter of these labor provisions in their own establish- 
ments. Furthermore, there was the inherent difficulty 
of differences within the retailing groups. Retailing is 
by no means a unified single business. There are many 
ways of carrying it on, and the standards of exactness 
are likely to differ, under any system of law or adminis- 
trative acts, between such extremes as the sale of 
jewelry in the finest stores in New York and the sale 
of horses in the backwoods. What was being codified 
was not only nonexistent—even so much of it as was 
coming into existence was marked with hopeless diver 
sity. 

After unfolding this practically inevitable story o 
code making in great detail, our author turns to the 
equally inevitable story, as we can now see it, of failure 
in the administration of the codes. Even if the codes had 
been perfect no amount of government and trade 
machinery, no miraculously summoned personnel, could 
have undertaken with any hope of success to administet 
effectively the innumerable details in every corner o 
the land. The chances for bootlegging and the motives 
for it were infinitely greater than at any time in the 
history of liquor legislation. The author traces a struggle 
of administrative forces down to a period in which it 
became obvious that something more than the Pres 
dent’s inspiration or the administrator’s threats would 
be necessary to save the codes. Then the Supreme 
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Court put an end not only to the misery but also to the 
experiment. 

The last part of Mrs. Mack’s book is an heroic at- 
tempt to estimate the net effects of N.R.A. on the 
retail beusiness of the country. Her conclusions are 
interesting. In a single phrase, there were gains but 
“the price which was paid for them was too high.” 
In the general scramble that preceded code making, 
those who were best organized gained most. The con- 
sumers were altogether without organization. They paid 
the price and got nothing. 

Whatever we may think of the experiment under the 
N.R.A. and whatever we may think as to whether or 
not it had a fair chance or could have had one, such 
studies as that before us are exceedingly desirable. It 
is hoped that they will be made not only for the retail 
trades but for every branch of industry that was affected 
by the N.R.A. Although the recorded hearings that 
code making called forth are a vast desert waste of 
trade association literature, it is nevertheless true that 
seattered among the documents that the administra- 
tion brought together there is a considerable amount of 
unexploited and hitherto unrecorded business informa- 
tion. It is unthinkable that we go on with the never- 
ceasing experiment of improving self-regulation in busi- 
ness without due regard to the lessons that may be 
learned from the N.R.A. experiment. 

Natuan Isaacs 

Harvard Graduate School of 

Business Administration 


Two Cycles of Corporation Profits, 1922-1933, 1934-1922. 
Laurence H. Sloan and Associates. (New York: 
Harper & Brothers, 1936. Pp. vii, 428. $4.50.) 


This volume represents the results and conclusions 
drawn from a very large statistical study and a close 
contact with industrial conditions. Only a large insti- 
tution, such as is the Standard Statistics Company, 
could possibly engage effectively in such an endeavor. 
An idea of the basic statistical work required in studying 
the earnings in 135 leading American corporations dur- 
ing the 1922-1933 cycle may be gained from the follow- 
ing paragraph from the ““Acknowledgement”’: 

The unassuming hero of the study is Mr. David 
Jolly, who handled all of the original statistical matter. 
The basic data for each individual corporation studied 
consisted of some 550 different sets of figures. A con- 
siderable portion of these represented calculations, 
rather than mere transcriptions. In the cases of a goodly 
number of specific corporations the data were carried 
back beyond the 1922-1938 cycle. Frequently, there- 
fore, the data transcribed and calculated for one cor- 
poration consisted of upwards of a thousand different 
sets of figures. Then there followed many combinations 
for industrial groups, etc. In all, the number of differ- 
ent sets of figures handled by Mr. Jolly in connection 
with this particular study must have been well in excess 
of half a million. At the outset of the study, one little 
man pitted against all this vast mass of data, which had 


to be collected from every point of the compass; at the 
end of two years, all of them completely regimented and 
reporting with the minimum of error (we all trust) what 
they been told to report. A stupendous piece of 
statistical labor and research on Mr. Jolly’s part—and 
nothing less than stupendous. 


The book opens with a chapter of 21 pages on ““The 
Dominating Characteristics of the 1922-1933 Cycle, 
and Estimated Major Characteristics of the 1934- 
19xx Major Cycle.” This chapter is especially well 
written. It provides the general background and future 
setting in which industry as a whole must operate in 
the years immediately ahead. It shows the conditions 
under which 135 corporations earned actual profits in 
the last cycle and projects the conditions in which they 
and other corporations must struggle for like business 
profits, larger or smaller, these next few years. 

In Chapter II on “The Plan of this Study and 
Description of the Data” we find that the statistical 
study of corporation profits in the last cycle as well 
as the conditions existing then and to be expected in 
the future are to be the basic considerations upon which 
to forecast profits of industrial groups and profits and 
security prices of individual companies within those 
groups. This more ambitious study is the outgrowth of 
the experience gained in producing “Corporation Prof- 
its” in 1929, which “provided a new foothold from 
which to begin the study of profit aggregates.”” The 
prospects of the 135 leading industrials which have a 
financial history which could be definitely recorded 
over the last cycle are those to which the book is gen- 
erally limited, although supplemental data of other 
companies appear occasionally. It is hoped to treat 
railroads and public utilities at a later date. ““We are 
here dealing with the experience of a group of concerns 
which is judged to be typical of the experiences (in the 
aggregate) of all large concerns which remained in busi- 
ness throughout the 1922-1933 cycle.” There has been 
“devised, for the purpose of this study, a value which 
reports cash dividends as a percentage of common 
stockholders’ equity in invested capital.” 

Chapters III to XII deal individually with Automo- 
tive Industrials; Steel; Non-Ferrous Metals; Building; 
Chemicals; Petroleum; Food Products; Tobacco, Bev- 
erages and Confections; Retail Trade; and Miscellane- 
ous Industries and Corporations. Each gives the past 
and future of its industry and individual companies 
within it. All appear to be very well done. 

Chapter XIII on “Summary and Conclusions” deals 
with the cycle to come, aggregate industrial profits in 
the past cycle, percentage profits by industries in the 
past cycle, ends in much the same manner as the volume 
of 1929 by picking 21 blue chips of American industry 
from the 185 corporations studied, the winners in the 
struggle for profits from 1922 to 1933. 

Artaur W. Hanson 

Harvard Graduate School of 

Business Administration 
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UNIVERSITY NOTES 


University or 

C. J. Gaa is back on the staff as assistant in 
accounting after a year’s leave of absence with 
George Rossetter and Company, Chicago. 

M. B. Cogburn, for the last two years a member 
of the University of Florida staff, has been added 
to the staff of this department as assistant in 
accounting. 

University or INDIANA 

Professor G. L. Carmichael is on leave covering 
the state of Indiana for the Ford Motor Company 
analyzing statements and business methods of 
Ford agencies. 

A revision of the Principles of Accounting by 
Professors Prickett and Mikesell is now in the 
press. 

Student enrollment in accounting has had a 
large increase this semester, whereas in former 
years there has been a considerable decrease in 
the second semester. 


Marquette UNIVERSITY 
Professor Leo A. Schmidt’s new book Theory and 
Mechanics of Accounting was released by Prentice- 
Hall Company on January 1. 


Unrversity oF MINNESOTA 
Dean R. A. Stevenson, past president of this 
association, is chairman of a committee on Re- 
search representing the state university Schools 
of Business Administration. The committee have 
just returned from Washington, where they pre- 
sented to the congressional committee on Educa- 
tion a request for federal support of research in 
the field of business and economics in the state 
universities. 
UnIversiTy oF NEBRASKA 


Professor T. B. Robb has been granted a year’s 
leave of absence to accept a position as Econo- 
mist and Chief Statistician for the Federal Reserve 
Bank of Kansas City. 

Professor W. A. Spurr of Columbia University 
has been appointed assistant professor of statis- 
tics to take over the work of Professor Robb. 

Dean J. E. LeRossignol has returned to the 
University after a semester’s leave spent in New 
York City in research and in work on a forth- 
coming book on socialism. 


New York UNIVERSITY 


Professors Lang and Harris have comp) 
the manuscript for a new text in Cost Accounti 
Professor Schlauch has completed his text = 
General Mathematics for Students of Business, 


published by Croft and Co. & 


Onto Untversity (ATHENS) 


Lamar J. Otis, B.S., University of Ar 
and a C.P.A. of that state, has been ap 
instructor in accounting beginning 

The University College was organized in Sept 
tember 19385. The requirements of that : 
equivalent to a freshman year, must be completed: | 
before admission to any of the degree-granting” 
colleges. As a result, the School of Commerce 
been changed to a three-year course, is now dem 
ignated the College of Commerce, and is now a 
coordinate division of the University. Offeri 
in accounting have been revised and amplif 
New courses include: Accounting Systems, Ad 
vanced Principles of Accounting, Advanced) 
Problems of Accounting, Research in Accounti 
Seminar in Accounting, Accounting Thesis. 


University or OKLAHOMA 


Professor Johnson has completed his Princé 
of Accounting and it is now being used in p 
graphed form. A new course, Accounting for 
Petroleum Industry, has been introduced 
year, to be taught by Professor Newton. Be 

The Oklahoma State Society of C.P.A.’s hel 
its annual meeting on the campus. Most of t 
students in the accounting department wer 
present at the program and about 25 majors ae 
tended the banquet held at Oklahoma City # 
the guests of the Society. 


Untversity or TEXAs 


Professor Leo G. Blackstock, associate p 
fessor of business administration, has bee 
granted leave of absence from the University @® 
serve as Chief Examiner of the Gas Utilitie 
Division of the Texas Railroad Commission. ~) 

Fladger F. Tannery, instructor on business a 
ministration, has been granted leave to serve a 
First Assistant Auditor of Texas. 


| 
| 
| 
| 
| 
| 
is 


| 


